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Marketing Strategy Meets Wall Street: Connecting Marketing 
Actions and Brand, Customer, and Channel Equity with 
Financial Performance and Firm Value 


With off-balance-sheet assets representing more than 75% of the value of Fortune 500 companies, ıt is imperative to develop 
a better understanding of the role of product-market-based assets (e.g., brand, customer, channel equity) and marketing actions 
(e.g , innovation, advertising, pricing) ш driving financial performance and shareholder value. The Marketing Science Institute 
and the Emory Brand Institute have allocated resources to fund high-quality empirical research on several critical questions in 
this area. 





*How informed are stock prices relative to important eMarketing spending and firm value. Critically evalu- 


customer, brand, and marketing developments? 
Under what conditions do short-term versus long-term 
financial performance and top-line versus bottom-line 
performance affect stock prices? Do quarterly earnings 
forecasts and subsequent performance receive the appro- 
priate weight in valuation? Should firms be influenced 
by quarterly earnings targets when determining their 
marketing spending levels? Should market-based assets 
be on the balance sheet? Does Wall Street recognize the 
long-term importance of such intangible assets? Why are 
movements in customer satisfaction not immediately 
reflected in stock prices, even though a long-term rela- 
tionship between the two exists? р 
*Understanding brand valuation. We need rigorous 
methodological research ‘on brand valuation methods 
that incorporate the impact of brands on the major dri- 
vers ‘of shareholder value. For example, what is the 
impact of branding on the level, growth, and sustainabil- 
ity of cash flows? The ranking of brands by specialized 
suppliers needs more transparency. What would be an 
interdisciplinary, theoretically sound approach to evalu- 
ate and rank brands? 


ate the hypothesis that “better utilization of what is under 
marketing’s control is more important than communicat- 
ing with capital markets. If marketing resources are well 
utilized, that will trickle dowft to the capital markets.” 
Demonstrate the relationship between optimal marketing 
resource allocation and stock returns. Under what condi- 
tions are “suboptimal” marketing practices reflected in 
stock returns? Many marketing strategies are focused 
toward segmentation and differentiation and, thus, “mak- 
ing markets imperfect.” The success of these actions is 
reflected in, for example, brand loyalty and customer 
retention. Under what conditions are these strategies 
reflected in stock returns? 


•Тће investor community as a customer. Are the right 

marketing metrics communicated to the investor commu- 
nity? How do analysts’ interpretation of marketing 
events, such as product-price changes, affect stock 
prices? How is the investor community influenced by 
public relations efforts? Do stock prices of analyzed 
firms behave differently from those of nonanalyzed 
firms? Are analysts’ recommendations more positive or 
“sticky” for firms with higher corporate brand equity? 








PROPOSALS: We invite research proposals on these priority topics. More information is available on the MSI Web site at 
www.msi.org. Research proposals are due by September 1, 2007. [74 p 2 G T2 


PAPERS: Paper submissions are due May I, 2008. We encourage submission of papers for which no prior proposal was 
received. The findings of accepted papers will be disseminated by publication of a special report ın fall 2008, presentation at 
a fall 2008 conference jointly, and review for possible inclusion in a fall 2009 Special Section of Journal of Marketing, coedited 
by Dominique Hanssens, Roland Rust, and Raj Srivastava. 


SUBMISSIONS: Please e-mail submissions to Ross Rizley, Research Director, Marketing Science Institute, 1000 Massachu- 
setts Avenue, Cambridge, MA 02138 USA Telephone: (617) 491-2060; e-mail: Ross @msi.org. 


ADVISORY COMMITTEE MEMBERS. Dominique Hanssens, UCLA; Donald Lehmann, Columbia University; Roland 


Rust, University of Maryland; Raj Srivastava, Emory University; Joel Steckel, New York University; and Russ Winer, New 
York University. 
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Kapil R. Tuli, Ajay K. Kohli, & Sundar G. Bharadwaj 


Rethinking Customer Solutions: 
From Product Bundles to Relational 
Processes 


This study draws on depth interviews with 49 managers in customer firms and 55 managers in suppller firms and 
on discussions with 21 managers in two focus groups to propose a new way of thinking about customer solutions. 
Extant literature and suppliers interviewed for this study view a solution as a customized and integrated 
combination of goods and services for meeting a customer's business needs. п contrast, customers view a solu- 
tion as a set of customer-supplier relational processes comprising (1) customer requirements definition, (2) 
customization and integration of goods and/or services and (3) their deployment, and (4) postdeployment customer 
support, all of which are aimed at meeting customers’ business needs. The relational process view can help 
suppliers deliver more effective solutions at profitable prices. In addition, field research suggests that the 
effectiveness of a solution depends not only on supplier variables but also on several customer variables. Supplier 
variables include contingent hierarchy, documentation emphasis, incentive externality, customer interactor stability, 
and process articulation. Customer variables include adaptiveness to supplier offerings and political and 
operational counseling that a customer provides to a supplier. Several of these variables underscore the Importance 
of suppliers developing social capital with customers. The authors discuss implications for solution suppliers and 


identify areas for further research. 


The winners will be those who deliver solutions from the 
users’ point of view. That is a big part of marketing’s job. 
—Jack Welch (Kumar 2004, p. 84, emphasis added) 


aced with intense competition, firms in diverse indus- 
Е such as information technology, chemicals, and 

financial services, are attempting to differentiate 
themselves by offering customer solutions (see Court, 
French, and Knudsen 2006; Wise and Baumgartner 1999). 
According to one report, 63% of Fortune 10Q firms offer 
solutions rather than just predeveloped goods or services 
(Day 2004; Sharma, Lucier, and Malloy 2002). The move 
toward providing solutions mirrors the shift on the part of 
customers to outsource or “rent” access to expertise, goods, 
networks, and systems (Lovelock and Gummesson 2004). 
Customer solutions embody the new service-dominant logic 
(Vargo and Lusch 2004), represent a critical shift in product 
development (Srivastava, Shervani, and Fahey 1999), and 
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present new challenges for choice models (Dhar, Menon, 
and Maach 2004). 

What is a customer solution? The predominant view in 
the literature is that a solution is a customized and inte- 
grated combination of goods and services for meeting a 
customer's business needs (e.g., Davies, Brady, and Hobday 
2006; Sawhney 2006). Notably, there is little evidence to 
suggest that this view reflects or is informed by how cus- 
tomers think about solutions. This is noteworthy because 
the purpose of a solution is to address a customer's business 
needs. If customers viewed solutions differently, it would 
require that suppliers rethink what they sell to, develop for, 
and provide their customers. Accordingly, the first objective 
of this study is to compare and contrast the extant view in 
the literature with that of suppliers and customers of solu- 
tions and to identify their implications for suppliers. 

There is evidence to suggest that it is not easy for sup- 
pliers to provide effective solutions that are also profitable. 
For example, a recent survey of 200 executives at Fortune 
1000 firms reports that about half of solution providers real- 
ize only modest benefits, and 2596 actually lose money 
(Stanley and Wojcik 2005; see also Johansson, Krishna- 
murthy, and Schlissberg 2003). Indeed, Day (2004) con- 
cludes that the complexities of developing solutions are dif- 
ficult to master and even more difficult to copy. Therefore, 
the second objective of this research is to develop insights 
into the variables that affect a supplier's ability to provide 
effective solutions to organizational customers. 

Given the relatively sparse literature on the subject, we 
used a discovery-oriented, theories-in-use approach (e.g., 
Bendapudi and Leone 2002; Zaltman, LeMasters, and Hef- 
fring 1982). We conducted depth interviews and focus 
group discussions to tap into the insights of managers with 
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experience as customers or suppliers of solutions. This 
study makes two key contributions: First, the study reveals 
that whereas the extant literature and suppliers tend to have 
a product-centric view of customer solutions, customers 
tend to have a relational process view of solutions. Consis- 
tent with extant literature, suppliers tend to view a solution 
as a customized, integrated bundle of goods and services 
(e.g., Galbraith 2002; Sawhney, Wolcott, and Arroniz 
2006). In contrast, customers tend to view a solution more 
broadly as a set of customer-supplier relational processes 
comprising (1) customer requirements definition, (2) cus- 
tomization and integration of goods and/or services and (3) 
their deployment, and (4) postdeployment customer sup- 
port. The difference in the two perspectives sheds light on 
why many suppliers underemphasize relational processes 
that customers consider crucial, such as requirements defi- 
nition and postdeployment support. Suppliers’ inattention to 
these processes arguably results in lost sales opportunities, 
dissatisfied customers, and lower profitability. This study 
suggests that solution providers could benefit from sup- 
planting their product-centric view of solutions with a rela- 
tional process view. 

Second, the study addresses scholars’ calls to identify 
specific variables that influence the effectiveness of a solu- 
tion (e.g., Sawhney 2006). It emphasizes that solution effec- 
tiveness depends not only on supplier variables but also on 
customer variables. The study identifies supplier variables 
that have not been studied to date, such as contingent hier- 
archy and customer interactor stability. In addition, it elabo- 
rates on the customer’s role in developing effective solu- 
tions, a topic infrequently discussed in the literature. 
Several customer variables, such as a customer’s willing- 
ness to adapt to a supplier’s offerings and to offer guidance 
into its political and operational environment, are identified 
as determinants of solution effectiveness. Importantly, the 


supplier and customer variables we identify are under man- 
agers’ control and, therefore, are of direct importance to 
both solution providers and customers. 


Research Method 


Sample 


Given the relatively sparse literature on solutions, we adopt 
a discovery-oriented, theories-in-use approach (e.g., Glaser 
and Strauss 1999; Zaltman, LeMasters, and Heffring 1982). 
We used a purposive or “theoretical” sampling procedure to 
recruit managers across functions and hierarchal levels in 
multiple industries (e.g., Bendapudi and Leone 2002; Kohli 
and Jaworski 1990; Menon et al. 1999). To recruit partici- 
pants, we used the Dun & Bradstreet Million Dollar Data- 
base, contacts obtained from the Institute for Study of Busi- 
ness Markets, and personal contacts. We collected data over 
a one-year period, expending significant amounts of the 
time to gain access to managers with relevant experience as 
customers or suppliers of solutions. 

We collected data from both customer and supplier 
organizations. Specifically, we conducted depth interviews 
with 49 ‘managers from 25 firms involved in purchasing, 
deploying, and/or using solutions (customer organizations) 
and 55 managers from 29 firms involved in selling, devel- 
oping, deploying, and/or supporting solutions (supplier 
organizations). In addition, we conducted two focus groups 
with 21 managers from 19 supplier firms in several indus- 
tries. The interviews lasted between 21 and 95 minutes 
each, and the two focus group sessions lasted approxi- 
mately 50 minutes each. The study participants had signifi- 
cant amounts of work experience and reflected a wide dis- 
tribution of hierarchical levels, functions, and industries 
(see Table 1). 





TABLE 1 
Sample Characteristics 
Supplier Participants Customer 
тие аа Particlpants 
Focus ЕЕ 
Interviews Groups Interviews 

1. Title СХОа 13 1 19 
Vice president 9 4 11 
Others 33 16 19 

2. Experience (years) Range 4-39 6—28 3—40 

Average 21.5 11.9 16.98 
3. Functions ` Marketing 15 3 10 
Sales 17 3 7 
Operations/information technology 16 10 20 
Finance/accounting 5 5 6 
Human resources 2 0 6 
4. Industry (number of firms) Information technology 12 9 10 
Health care 5 3 2 
Real estate 3 1 1 
Financial services 6 3 1 
Other 3 3 11 


aCXO includes titles such as chlef executive officer, chief information officer, chief marketing officer, chief finance officer, and chief operating 


officer. 
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Data Collection and Analysis 


We used a structured set of questions for the interviews and 
focus group discussions (see the Appendix). The questions 
were carefully worded to elicit participants’ responses in a 
nondirective manner to avoid “active listening” 
(McCracken 1988). Although the questions provided a gen- 
eral framework, they were followed up with additional 
questions requesting clarifications, examples, and more 
details into potentially interesting ideas. The participants 
declined requests to record interviews because of the sensi- 
tive nature of the subject. As such, we took detailed notes 
during the interviews. However, we audiotaped the focus 
group discussions. 

As the data collection process progressed, we reviewed 
the notes from the interviews and focus groups and, in joint 
discussions, defined emerging ideas, identified specific 
themes, and highlighted directions for the subsequent field 
research. When the notes revealed insightful ideas, we con- 
tacted interviewees a second time to verify the accuracy of 
their comments and to obtain permission to quote them. 

We based participants’ insights and the themes we 
selected for discussion in the next section on three key 
criteria: 

1. Is the idea or insight applicable beyond a specific context, 

such as firm or industry? 
2. Did multiple participants mention the idea (see Bendapudi 
and Leone 2002)? 

3. Does the idea go beyond the “obvious” to provide more 
interesting and useful conclusions (see Kohli and Jaworski 
1990)? 


Thus, we do not include ideas that are industry specific or 
mentioned by only one participant. For example, a supplier 


noted the importance of flexible source-code software as an 
enabler of effective solutions. We do not discuss this idea, 
because it is specific to the software industry and only one 
participant mentioned it. Similarly, we refrain from dis- 
cussing obvious ideas, such as the need for talented 
employees; instead, we focus on factors that are not dis- 
cussed in literature, such as contingent hierarchy. 

Table 2 lists major themes that emerged from interviews 
with customers and suppliers. Two independent judges were 
given interview notes and were asked to verify the accuracy 
of the themes we identified from the field data. We assessed 
interjudge reliability by the proportional reduction in loss 
for 40 randomly selected customer and supplier interviews. 
The proportional reduction in loss in the current study is 
.82, which is well above the .70 cutoff recommended for 
exploratory research (see Rust and Cooil 1994). On the 
basis of the themes that emerged from the field research and 
ideas in the extant literature, we propose a new perspective 
on the concept of a customer solution and identify factors 
that influence solution effectiveness. 


The Concept of a Customer 
Solution 


Extant View 


Table 3 summarizes the definitions of a customer solution 
that appear in the academic and practitioner literature. 
There are three commonalities across these definitions. 
First, a solution involves a combination of goods and ser- 
vices. Second, the goods and services in a solution are 
designed (or modified or selected) to address a customer’s 
particular requirements; that is, they are customized. Third, 





TABLE 2 
Frequency of Themes Mentioned by Participants In Depth Interviews 
Frequency 
Suppllers Customers Z Test of 
Themes (n = 55) (n = 49) Proportions 
Concept of customer solutions 
Requirements definition 4 (7%) 37 (76%) 7.10* 
Customization and integration 40 (73%) 42 (86%) 1.62 
Deployment 2 (4%) 42 (86%) 8.46" 
Postdeployment support 2 (4%) 45 (92%) 9.02* 
Supplier variables that Influence 
solution effectiveness 
Contingent hierarchy 11 (20%) 11 (22%) 31 
Documentation emphasis 10 (18%) 3 (6%) 1.86 
Incentive externality 23 (42%) 10 (20%) 2.34* 
Customer interactor stability 4 (7%) 11 (22%) 2.19* 
Process articulation 15 (27%) 9 (18%) 1.07 
Customer variables that influence 
solution effectiveness i 
Customer adaptiveness 1 (2%) 21 (43%) 5.11* 
Political counseling 5 (9%) 15 (31%) 2.78* 
Operational counseling 3 (5%) 19 (39%) 4.15* 





“Absolute value of Z is greater than the critical value at р < .05. 
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TABLE 3 
Extant Views on the Concept of a Customer Solution 


Foote et al. (2001) 


“In all sorts of Industries, companies that traditionally have made and sold stand- 


alone products are changing their strategies. They are creating high-value solutions 
by integrating various products and services.” (p. 84) 


Galbraith (2002) 


"A recent trend in business strategy is to offer solutions to customers Instead of 


stand-alone products. The companies following a solution strategy bundle their 
products together and add software and services.” (p. 194) 


Johansson, Krishnamurthy, and 
Schlissberg (2003) 


“A solution Is a combination of products and services that creates value beyond the 
sum of its parts..., It Is the level of customization and Integration that sets solutions 


above products or services or bundles of products and services" (p. 118) 


Brady, Davies, and Gann (2005) 


"Recent business literature has shown how some of the world's leading firms have 


been changing their strategic focus to compete by providing solutions rather than 
individual products or services (Bennett, Sharma, and Tipping 2001; Cornel et al. 
2000; Davies et al. 2001; Foote et al. 2001; Sharma and Molloy 1999; Slywotsky 
1996; Slywotsky and Morrison 1998; Wise and Baumgartner 1999). This trend has 
particularly affected the high value, engineering and software-intensive capital goods 
sectors, where firms design, integrate, and dellver complex products and systems 
(CoPS) on a project basis in small batches or as one-offs for business users, 
operators, service providers and/or government agencies (Hobday 1998; Miller et al. 


Sawhney (2006) 


1995)” (p. 360) 


*| define a solution as an integrated combination of products and services 


customized for a set of customers that allows customers to achieve better outcomes 
than the sum of the individual components" (p. 369) 


Sawhney, Wolcott, and Arroniz 


“A solution is a customized, Integrated combination of products, services and 


(2006) information that solves a customer's problem" (p. 78) 


Davies, Brady, and Hobday (2006) 


A solution “Involves the provision of tailored combinations of products and services 


as high-value "Integrated solutions' that address the specific needs of large business 


and government customers.” (p. 1). 





each good or service in a solution must “work with" other 
goods and services in the solution; that is, a solution con- 
sists of an integrated set of goods and services. 

The majority of suppliers we interviewed for this study 
also view a solution as a customized and integrated combi- 
nation of goods and services (see Table 2). For example, the 
head of solutions development at a supplier noted, 


Solutions are a complex combination of hardware, soft- 
ware, and services that are customized from a customer's 
viewpoint, are aimed at solving a customer's business 
problem, and are integrated to perform as a system. 


Other supplier interviewees offered parallel ideas: 


Solutions are [a] combination of products and services 
that are integrated and customized to solve the specific 
business problems of customers. (Marketing manager, 
Fortune 500 firm) 


Remember, solutions are not a one-size-fits-all. There are 
no cookie cutters involved.... Solutions require customers 
who are open to the idea of considering the benefits of 
customization and formation of integrated systems. (Vice 
president of communications, information technology ser- 
vices firm) 


To summarize, both the extant literature and the suppliers 
we interviewed view a solution as a bundle of products that 
are customized and integrated to address a customer's spe- 
cific business needs. (Note that consistent with prior litera- 
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ture, we use the term "products" to refer to goods and/or 
services.) 


Proposed View 


In sharp contrast to the view that is dominant in extant lit- 
erature and among suppliers, most customers view a cus- 
tomized and integrated bundle of products as only a part of 
a solution and, even then, not the most frequently men- 
tioned part (see Table 2). As a senior manager at a customer 
asserted, 

A solution to me is when a supplier proposes bringing in 

value beyond the widgets. Rather than saying that here is 

a widget for $10, it's more about finding what I really 

need, figuring out the widgets that will be required, mak- 

ing sure that the widgets meet my requirements and work 

well with each other, bringing these widgets into my busi- 

ness, and making sure that they are around to ensure that 

the widgets do what they were required to do. It's simply 

soups to nuts for me. 


As this exemplar quotation illustrates, customers expect a 
solution to include processes directed at understanding their 
requirements, customizing and integrating products, 
deploying them, and supporting them on an ongoing basis. 
As one customer put it, 

Some vendors could be great at conceptualizing the solu- 


tion but lack the skills to execute. Others might be good at 
executing but not defining the requirements. For us, the 


ones that worked well were the ones who could manage 
the whole chain and not just one part or the other. It’s 
important to remember that this is a complex chain, and 
you can’t be good at it if you are working out only some 
parts and not the whole. If you can’t have it all, it is not 
going to work. 


As Table 2 indicates, the vast majority of customers 
point to four processes as essential parts of a solution: (1) 
requirements definition (76%), (2) customization and inte- 
gration of goods and/or services (86%) and (3) their deploy- 
ment (86%), and (4) postdeployment support (92%). Con- 
sistent with the work of Vargo and Lusch (2004), customers 
view goods such as software and hardware as mere “appli- 
ances” for serving customers. In the words of a customer 
(research laboratory), 


[The solution] is a fairly comprehensive set of software 
and attendant processes that go with it to solve a fairly 
broad problem addressing our business needs. It is not 
about a bunch of servers and software; it is about pro- 


cesses and procedures. 


In striking contrast, few suppliers mentioned three of 
the four processes as parts of a solution. The frequencies 
with which suppliers mentioned these three processes are as 
follows: requirements definition (7%), goods and/or ser- 
vices deployment (4%), and postdeployment support (4%). 
Thus, there appears to be a significant difference between 
customers’ view of a solution and that of suppliers (as well 
as that reflected in the extant literature) (for a summary of 
this discrepancy, see Figure 1). Given that the purpose of a 
solution is to satisfy a customer’s business needs, we argue 
that it is useful to define a solution consistently with the 
views of customers. As such, we propose that a solution is a 
set of customer-supplier relational processes comprising 
(1) customer requirements definition, (2) customization and 
integration of goods and/or services and (3) their deploy- 
ment, and (4) postdeployment customer support, all of 
which are aimed at meeting customers' business needs (see 
Table 4); we compiled these examples from descriptions the 
customers and suppliers provided. 

Defining a customer solution as comprising four rela- 
tional processes is useful for at least three reasons: 


1. It is rooted in customers’ views that have not been explicitly 
considered in prior research. Given that the purpose of a 
solution is to satisfy customer needs, it is desirable to define 
a solution from the customer's point of view. 


2. Focusing on relational processes is consistent with the 
service-dominant logic that argues for a shift from product- 
centric to process-centric thinking (Gummesson 2006; 
Vargo and Lusch 2004) and from transactions to relation- 
ships (Ballantyne and Varey 2006; Cova and Salle 2000; 
Rust 2004, 2006). It implies that a solution is not just a cus- 
tomized bundle of products that is exchanged for a price; 
rather, it is an ongoing, relational process of defining, meet- 
ing, and supporting a customer's evolving needs (see 
Hafjikhani 1996). 

. The definition brings into sharp focus the four processes 
that constitute a solution from the customer's perspective. A 
solution provider must perform all four processes well to 
deliver a solution that a customer will consider effective. 
Indeed, Gronroos (1984) points out that in many cases, cus- 
tomers' perceptions of service delivery processes may be 
more important determinants of their assessments of service 
quality than the outcomes derived from the service delivery. 


о 


However, suppliers appear to define a solution primarily 
as a customized and integrated bundle of products. This 
likely leads to an underemphasis on the process, which the 
customers consider crucial. Indeed, several customers note 
that processes such as requirements definition and post- 
deployment support are key areas of weakness for many 
suppliers. As one customer complained, 


A lot of guys come ш and say, “Hey, I am going to solve 
your problems,” but how can you solve my problems, 
when you don’t even know me?... A number of times they 
don’t even understand my business—what I do on a day- 
to-day basis. It might be a great solution for them to run a 
million-dollar contract, but I know that they are just 
throwing a “cookie cutter” at me. 


Similarly, speaking to suppliers’ lack of attention to post- 
deployment support, a senior manager at a health care firm 
Support is the Achilles heel for most suppliers. They 
come, deliver, and go, but what happens when I am in 


trouble? We need solution providers, not fair-weather 
friends. 


In the following discussion, we explicate the four processes 
that constitute a solution and relate them to extant literature. 
Requirements Definition 


Most customers note that requirements definition is a key 
part of a solution. However, field research suggests that this 
process is not as straightforward as it may appear for three 


FIGURE 1 
A Comparison of Extant and Proposed Views of a Customer Solution 
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TABLE 4 
Examples of Customer Solutions as Relational Processes 





Supply Chain Solution for Farm 
Equipment Manufacturer 


Requirements Definition 

•Тће customer required “synchronizing 
the design, packaging, delivering, 
customs clearance, inventory 
management, warehousing, and 
shipping.” 

•Тће supplier “was Involved from the 
beginning. They were talking to our 
engineers from ground up. They even 
talked to our suppliers to get an Idea 
of how things happen at their end” 


clients” 


Customization and Integration 
eHardware is customized to withstand 
high temperature and humidity in 
vehicles and warehouses. 
«The hardware and software are 
integrated to work as a system. 


management. 


Deployment 

«Suppller provides vehicles, 
warehouses, hardware, software, and 
training to customer employees. 

*Supplier runs trials to fine-tune the 
system. 

eCustomer: “After obtaining approval of 
our suppliers and our engineers, they 
ran a couple of trials and prototypes. 
By the time we came to full 
implementation, it was just a matter of 


Deployment 


Sales Force Solution for 
Pharmaceuticals Develo 


Requirements Definition 
«Customer: {Customer salespeople] 
were challenged with the problem 
of Increasing our face time with 


Customer's sales supervisors and 
senior management needed real- 
time updates of sales funnel. 


Customization and Integration 

eSupplier designs software that 
works well with laptops of 
salespeople and identifies sales 
strategies for different clients. 

«Тре software links up with the 
mainframe systems to send daily 
reports of sales funnel to top 


eCustomer: “They trained us, gave 
us a lot of face time, and were 
accessible and responsive. It was 
very systematic, and we rolled out 
over nine months.” 

Software modified to accommodate 
migration of central system from 
mainframe to new technology. 


Procurement Solution for Industrial 
Chemicals Firm 


Requirements Definition 

*The customer requirement was for a 
comprehensive approach for 
managing the procurement of an 
essential but моја е and dangerous 
chemical. 

eSupplier recognizes political aspects: 
“tf we were to deliver this to their 
plants, their purchasing guys needed 
to be comfortable with this. It was 
important that they did not feel 
threatened. That's why we asked them 
to be our guides, asked them for 
advice.” 


Customization and Integration 

*The supplier develops a procurement 
system comprising reporting rules and 
technology products for purchasing, 
shipping, and delivering the chemical 
to multiple plant locations. 

eSupplier designs a training program to 
enhance skills of purchasing 
managers to use the procurement 


system. 


Deployment 

Supplier modifies reporting rules to 
address workload concerns of 
purchasing manager's union that arise 
during solution deployment in a 
country. 

*Rollout is completed across the globe 
after pilots work out in test countries. 


scaling things” 
Postdeployment Support Postdeployment Support Postdeployment Support 
«Customer: "They are responsible for «Supplier conducts regular «Supplier provides a dedicated hotline 
running the system today and workshops with salespeople to for unionized planters. 


responsive to any contingencies that 
might happen.” 


share new Insights and update 
software and provides a 12-hour 
on-site response time. 


«Supplier installs a satellite-based 
tracking system on delivery vehicles 
well after initial deployment. 





reasons. First, customers frequently are not fully cognizant 
of their business needs and cannot easily articulate them to a 
supplier. For this reason, customers indicate that it is impor- 
tant for a supplier to ask the right questions and probe multi- 
ple stakeholders in a customer firm to identify its recognized 
and unrecognized needs. For example, the supplier of a sup- 
ply chain solution held discussions with multiple internal 
and external stakeholders of a customer to define its require- 
ments (see Table 4). This finding highlights the importance 
of developing social capital in the form of relational ties 
with a customer’s stakeholders to generate valuable informa- 
tion (see Tsai and Ghosal 1998). Furthermore, several cus- 
tomers noted the important role of both suppliers and cus- 
tomers in the discovery process. In the words of a customer, 
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It's about clearly identifying the problem I am facing. I 
might know something about it, but it's better if they can 
figure it out with me. Once you have figured it out, then 
it's about developing answers. 


Second, customers point out that requirements defini- 
tion is not just about asking customers for functional speci- 
fications of products. It is also about understanding a cus- 
tomer's broader business needs, including its internal 
operating processes, its labor situation, its business model, 
and so on. A director of campus infrastructure lamented 
about suppliers’ failure to understand his obvious need to 
minimize maintenance expenses of a lighting solution: 


I need the bulbs to have a similar life span, so that I can 
replace them at one shot or by batch. Sporadic replace- 


edo, 
ment is very expensive for me. I cannot budget it well, and 
the labor cost of replacement is high. Also, as I changed 
the number of hours of utilization from 16 hours per day 
to 24 hours per day, I need to know the impact on the reli- 
ability of performance. 


Third, requirements definition involves delineating a 
customer's current and future needs, such that these can be 
taken into account in the development of goods and services 
for the customer. Defining future needs is important 
because a customer's needs evolve over time and lead to 
revised customer expectations from a solution. As a health 
care facilities manager noted, 


Scalability is critical. Nobody wants to be stuck with a 
solution that is difficult to scale in the future. The vendor 
needs to plan out for at least three years. I bought a secu- 
rity solution based on [closed circuit television]. While a 
digital camera is currently not good enough and an analog 
camera is required to get a good picture, in the future, 
digital technology will catch up. 


Customization and Integration 


‘Most customer and supplier participants considered product 
customization and integration an integral part of a solution 
(see Table 2). This is consistent with the view adopted in the 
literature (e.g., Sawhney 2006). Customization involves 
designing, modifying, or selecting products to fit into a cus- 
tomer's environment. As the director of infrastructure in a 
customer organization pointed out, 

The solution offered has to jell with our existing system. 
Our existing high-performance computing cluster had 32- 
bit-based architecture. As we were trying to expand, one 
[value-added reseller] recommended a [Hewlett-Packard] 
server with [Advanced Micro Devices Inc.'s] 64-bit, 
architecture-based solution. A second one recognized our 
existing infrastructure and recommended an Intel-based, 
32-bit solution. We felt more comfortable with the second 
vendor. 


Commenting on the centrality of customizing products, 
another customer flatly declared, 


If they are not willing to change things around for me, 
then it is creating new problems and is not a solution. 


Integration entails designing, modifying, or selecting 
goods and services that work well with one another. For 
example, the supplier of a procurement solution developed 
technology parts, reporting rules, and a training program 
that were "tuned" to one another (see Table 4). Comment- 
ing on the importance of integration, a systems analyst 
asserted, 


The package should be truly integrated as opposed to dis- 


parate pieces acquired to be sold together. The compo- 
nents should be designed together from bottom-up to 
seamlessly work together, and not just patched together. 


Deployment 
Most customers view deployment of goods and/or services 
as an integral part of a solution. For example, a senior 
manager declared, 
The proof of the pudding lies in implementation. It is a 
solution once it's delivered. Before that, it is all concepts 
and hot air. 


Deployment refers to the delivery of products and their 
installation into a customer's environment. The installation 
process frequently surfaces new customer requirements that 
call for additional modification of products at this stage. For 
example, after having developed custom software for a cus- 
tomer, the supplier of a sales force solution later needed to 
modify it to conform to the customer's new requirements 
that resulted from its decision to migrate from a mainframe 
to a new technology platform (see Table 4). 

Importantly, deployment processes include the manage- 
ment of "people aspects" in a customer firm. This involves 
understanding customer personnel's capabilities and provid- 
ing them with appropriate information and training to 
enhance the utility they derive from a solution. For exam- 
ple, the supplier of a sales force solution dedicated some of 
its technical staff to understanding the customer's sales per- 
sonnel and providing them with hands-on training to 
enhance the value they derived from the solution (see Table 
4). In the words of a customer, 


It would really help if the vendor can help with increasing 
the utilization of the solution they sell us. We have 
invested a lot of money in the solution and the increased 
utilization will help us better justify the spending. 


In a similar vein, commenting on a successful solution 
engagement, the general manager at an automobile distribu- 
tor (customer) concluded, 


It integrated well with us. It just fit in very well with us, 
our people, equipment, and training requirements. 


Postdeployment Support 

Almost all customers interviewed for this study identify 
postdeployment support as a critical part of a solution. In 
the words of the chief financial officer at a health care firm, 


Quality of support and follow up are important for us. It 
does not make sense if they are here today, give you the 
latest and the greatest, and tomorrow they are gone. The 
key question I always ask myself is, Are they going to 
support you down the road? 


Importantly, postdeployment support in the case of solu- 
tions is more than providing spare parts, operating informa- 
tion, and routine maintenance. Postdeployment support also 
includes deploying new products in response to evolving 
requirements of a customer. For example, long after the 
initial deployment, a supplier installed satellite-linked 
modems in a customer's trucks to enable the customer to 
track its shipments and provide real-time updates to its own 
customers (see Procurement Solution in Table 4). As a chief 
information officer in a customer organization pointed out, 

A solution is integrated with multiple facets in our envi- 

ronment, One or more of these facets can change over 


time. The challenge for a vendor is to respond to these 
changes without compromising the solution. 


Customer emphasis on postdeployment support sug- 
gests that delivering solutions is better viewed as an ongo- 
ing relationship between a supplier and a customer than as a 
“one-off” project. This is consistent with the service- 
dominant logic that argues for a shift in marketing thought 
from transactions to relationships (Gunter and Bonaccorsi 
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1996; Rust 2004). Echoing this sentiment, a satisfied senior 
manager in a customer organization raved, 


They are there to give us updates on our network status. 
They are there to give us updates on security issues. They 
are there to cover up for us in case of disasters. They are 
there to cover up for us when our servers are down. They 
are there when we need them. They are our partners. 


Factors Affecting Solution 
Effectiveness ` 


Across industries, customers consider the fulfillment of 
their business needs a key metric for evaluating a solution’s 
effectiveness. As the director of sourcing at a retailer 
elaborated, 


Is this doing what it is supposed to do? If our problem was 
maverick buying in different units, then does this solution 
ensure that integrated purchasing takes place? It might be 
state-of-the-art processes, etc., but in the end, if there is 
still maverick buying, it’s just an elaborate system and not 
a solution. 


Solution effectiveness refers to the extent to which a solu- 
tion meets a customer’s needs. Because a solution com- 
prises four relational processes, solution effectiveness is a 
function of the extent to which (1) a customer’s require- 
ments are well defined, (2) goods and/or services are cus- 
tomized and integrated to address customer needs, (3) 


goods and/or services are deployed to address customer · 


needs, and (4) postdeployment support is provided as the 
customer needs it. As a customer noted, 


Consistency across stages is very important. We don’t 
want to fight fires at different stages. It is the whole 


process that matters; [it is] not good enough to be good at 
defining things to my requirements but not supporting us 
when needed. 


Thus, a solution’s effectiveness is a function of factors 
that influence the effectiveness of the four solution pro- 
cesses. Figure 2 outlines variables that emerged from field 
research as predictors of solution effectiveness. Importantly, 
these include both supplier and customer variables. This is 
consistent with the cocreation perspective that is gaining 
momentum in the literature (e.g., Bendapudi and Leone 
2003; Dahlgren and Soderlund 2001; Vargo and Lusch 
2004). In the words of a customer involved in cocreating a 
solution, 


We took a proactive approach. We told them upfront, this 
is what we want. We challenged them, pushed the limits 
of their designs, explained to them what was needed for us 
today and, more importantly, where we wanted to be 
tomorrow so that we didn’t end with a myopic solution. 
The key is to remember that we are not going to get the 
most effective solution if we are not involved in construct- 
ing the answer. After all, no one knows our business as 
well as we do. 


Supplier Varlables 


As the fieldwork for the study progressed, it became clear 
that solution suppliers tend to have independent units (or 
divisions) that make and sell goods and/or services sepa- 
rately (and also as parts of solutions). Delivering a solution 
requires coordination of these independent units (or divi- 
sions). For example, a supplier of a Web site infrastructure 
solution must coordinate its server unit with its software 
unit to define customer requirements, customize and inte- 


FIGURE 2 
Supplier and Customer Varlables Affecting Solution Effectiveness 
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grate the software modules with multiple servers, and 
deploy and support the customized and integrated servers 
and software modules. Coordination across independent 
units surfaced as a key challenge for suppliers in the course 
of the field research. 

In addition, a solution supplier must coordinate its func- 
tions (or departments), such as sales, development, opera- 
tions, and customer support. This is because different func- 
tions are typically responsible for requirements definition, 
customization and integration, deployment, and postdeploy- 
ment support. For example, sales and development teams 
typically define customer requirements, with little or no 
involvement of the postdeployment customer support team. 
Indeed, customers view the lack of coordination across 
functions as a key weakness of many suppliers. In the 
words of the chief financial officer of a health care firm, 


These big conglomerates just didn’t have their act 
together. Their people simply didn’t talk to each other. I 
had to do their talking. It made me wonder whether I am 
providing them a solution or they are providing me a 
solution. 


The field data point to several supplier variables that encour- 
age coordination across units and functions and thus influ- 
ence solution effectiveness. We discuss these issues next. 


Contingent hierarchy. Firms typically have a stable 
hierarchical structure (1.е., stable reporting relationships; 
see, e.g., Rivkin and Siggelkow 2003). However, discus- 
sions with customers indicated that some suppliers adopt 
multiple and flexible hierarchical structures for developing 
solutions. Consider the experience of one customer: 


One of our vendors had a reporting structure where things 
moved from one project to the other. When we wanted a 
hosting solution, the server experts were in charge, and 
the software guys reported to them, but when we were 
looking at a portal solution, the software guys were in 
charge, and the server guys were reporting to them. It is a 
complex system to have, but in my experience, things get 
done well when those in the know are the ones in charge. 


In this example, the superior-subordinate reporting rela- 
tionship between the server unit and the software unit 
changes to ensure that the unit with greatest expertise in a 
customer's need is in charge of developing the solution. 
That is, the hierarchical structure between two units is con- 
tingent on the solution being developed. We term such mul- 
tiple and flexible hierarchical arrangements "contingent 
hierarchy.” Unlike changes in charters and spheres of influ- 
ence of business units that Galunic and Eisenhardt (1996) 
discuss, changes represented by contingent hierarchy are 
temporary and instituted in response to the nature of solu- 
tions needed by a customer rather than broader environmen- 
tal shifts. We expect that contingent hierarchy enhances 
solution effectiveness for three reasons. 

First, a contingent hierarchy leads to employees of a 
unit with expertise in a customer's needs having the author- 
ity and responsibility for developing a solution. When 
experts are in charge, a supplier is more likely to be able to 
identify accurately a customer's recognized, unrecognized, 
and future requirements (see Bunderson 2003). As a direc- 
tor of information technology pointed out, 


We wanted to upgrade our systems from analogue to digi- 
tal with [voice-over Internet protocol] capabilities. [The 
supplier] started out by allocating a team of experts to us 
and not just a sales guy. This was important because the 
complications are too much for a single or a bunch of 
sales guys to handle. These guys were good; they knew 
how to scope the engagement, figure the different touch 
points that needed to be integrated, and figure out what 
role this system plays in out daily lives. 


Second, a contingent hierarchy leads to greater balance 
of power among a supplier's units (or divisions). Thus, in 
the previously cited example, the server unit enjoys power 
over the software unit in the case of a hosting solution. 
However, the power structure is the opposite in the case of a 
portal solution. Units are more likely to share information 
with each other when the power relationship between them 
is balanced (Lusch and Brown 1996). If units share infor- 
mation about their respective products with each other, it 
enables them to identify interrelationships among the prod- 
ucts, which facilitates their integration. In addition, if units 
share customer information with each other, they develop a 
richer understanding of customer needs, which facilitates 
customization of their products (Murthi and Sarkar 2003). 

Third, contingent hierarchy encourages reciprocity 
among units by creating a greater balance of power among 
them. This is likely to lead to greater overall supplier 
responsiveness to a customer's requests during and after 
deployment. For example, if the server unit is responsive to 
customers that request support for a portal solution (when 
the software unit is in charge), the software unit is likely to 
reciprocate by being responsive to customers that request 
support for a hosting solution (when the server unit is in 
charge), leading to greater overall supplier responsiveness. 
Thus: 


Ру: The greater the contingent hierarchy ш a supplier, the 
greater is the solution effectiveness. 


Documentation emphasis. Documentation emphasis 
refers to the extent to which supplier employees are 
required to document a solution's purpose, individuals' 
roles, work performed, and outcomes as they develop the 
solution. Documenting solution development for multiple 
customers builds a supplier's organizational memory of 
effective and ineffective experiences (Moorman and Miner 
1997; Sinkula 1994). The supplier can draw on this memory 
to check whether it has fully captured a new customer's rec- 
ognized, unrecognized, and likely future requirements. 

Documentation emphasis also serves as a tool for man- 
aging the complexity of developing solutions. For example, 
as the senior systems analyst at a solutions provider 
asserted, 


One of the key aspects of solutions is their complexity as 
compared to most products. This complexity can create 
problems as many times, it's not clear what are the 
requirements, what are the goals, etc. This is especially 
important for solutions due to the duration of solution 
development and implementation. As time goes on, if 
things are left ambiguous, it can become difficult to stick 
to the objectives. Hence, in developing solutions, it is 
important to have rigorous documentation procedures 
where things are recorded explicitly. 
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* Іа unit or function in а supplier records and shares how 
it is designing or modifying its product for a customer, it 
enables other units to adapt their products accordingly to 
ensure that all products are well integrated. Similarly, docu- 
mentation emphasis can make each unit aware of the status 
of other units’ products and thus can help the deployment of 
all products in a synchronized way. For example, when 
deploying an e-procurement solution, a supplier can sched- 
ule customer training to coincide with delivery of servers by 
the hardware unit and the procurement application by the 
software unit. 

Furthermore, documentation emphasis ensures that the 
postdeployment support staff has access to codified and 
detailed knowledge of products and their interfaces with 
other systems in a customer firm. This knowledge enhances 
the postdeployment support staff’s understanding of the 
effects of changes in a product on (1) other products 
deployed in the customer firm and (2) other systems or pro- 
cesses in the customer firm. In turn, this enables a supplier 
to provide better postdeployment support. In the words of a 
customer, 


They make sure that their sales and marketing guys know 
what’s going on. The sales and technical folks know 
what’s going on, and the technical and support guys know 
what’s going on with me. All these guys are in the loop, 
and it’s not a puzzle for them. 


Thus: 


Ро: The greater the documentation emphasis in a supplier, the 
greater is the solution effectiveness. 


Incentive externality. Incentive externality refers to the 
degree to which employee incentives across units and func- 
tions in a supplier firm complement each other. Several cus- 
tomers and suppliers noted the adverse effects of incentive 
systems that lack such complementarities. Their observa- 
tions mirror prior research on the importance of aligning 
incentives across subgroups to attain overall organizational 
objectives (e.g., Westphal and Zajac 1998). For example, 
sales personnel typically are paid a commission when they 
close a deal. Thus, they have a disincentive to assess a cus- 
tomer’s unrecognized and future needs thoroughly if doing 
so will delay closing a deal. Similarly, they have little 
incentive to consider the feasibility of development, deploy- 
ment, and postdeployment support. As the vice president of 
business planning at a customer noted, 

The marketing and sales people tell you anything to sign 

on the dotted line. These guys then move on to the next 

best deal. Well, now you have to deal with technical 

people who are not willing to change their core product. 


This situation is less likely to arise if the incentives of 
the sales, development, operations, and support staff com- 
plement one another. For example, if the compensation of 
sales also depends on customer satisfaction with products, 
their deployment, and their postdeployment support, sales is 
unlikely to negotiate a deal without considering the feasibil- 
ity of deployment and postdeployment support. In turn, this 
is likely to lead to more effective development and deploy- 
ment of products, as well as better postdeployment support. 
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Incentive externality also encourages functions to share 
critical information with each other. For example, it encour- 
ages sales, development, and operations to share informa- 
tion with customer support about a solution’s components, 
its users, and its interdependencies with other customer sys- 
tems. In turn, customer support personnel can use this infor- 
mation to do a better job of supporting a customer by 
changing, upgrading, or replacing products. Frequently, 
however, critical information is not shared across functions. 
Consider the experience of a customer: 


The salespeople get paid when the solution is sold, and 
not three or four months after the solution is sold. They 
don’t get paid even for the performance of the solution. 
They had two groups: one for getting us in and the other 
for actually getting things done. There were times when 
the support guys didn’t even know what the others had 
said or were doing. We had to act as their messenger. 
Quite a reward for agreeing to pay a fat fee. 


Incentive externality reflects a coordination of units’ (or 
divisions’) performance objectives and subsequent rewards, 
which promotes collaboration among them. As a solutions 
planning manager noted, 

If you have different divisions operating on different busi- 

ness models, they will have different and sometimes con- 

flicting objectives. These competing objectives could, in 
turn, be a problem in trying to become a solutions 
provider as they will hinder the ability of these divisions 

to cooperate with each other. 


When incentive externality across units is high, units are 
more likely to share their product designs and adapt to the 
changes in one another’s products, thus facilitating their 
integration. In addition, a unit is more likely to modify its 
products for a customer if it is confident that other units will 
modify their products in response to its modifications. This 
is important because if one unit adapts its products to meet 
a customer’s requirements, it may require other units to 
redesign their products to ensure interoperability of all 
products in the solution. Similarly, units with complemen- 
tary incentives are more likely to cooperate with one 
another during deployment to carry out any unanticipated 
modifications needed in one or more products constituting a 
solution. Thus: 

Ра: The greater the incentive externality in a supplier, the 

greater is the solution effectiveness. 


Customer interactor stability. Customer interactor sta- 
bility refers to the duration for which customer interactors 
(e.g., sales personnel, support staff) are assigned to a cus- 
tomer. Greater stability leads to interactors developing 
stronger relationships or “social capital” with customer per- 
sonnel. It has been argued that social capital helps interac- 
tors obtain important information, obtain it quickly, and 
develop shared points of view (Burt 1992; Granovetter 
1973; Gulati 1995; Tsai and Ghosal 1998). In our context, it 
is likely to help interactors better understand a customer’s 
industry, operations, employees, departments, and (poten- 
tially conflicting) requirements and thus identify the cus- 
tomer’s recognized, unrecognized, and future needs 
(Kalwani and Narayandas 1995). As a customer argued, 


- Don’t change them every three months. It doesn’t make 
sense to do that. How will they know us and understand us 
well enough in such a short time to be able to answer our 
problems and provide solutions? 


Deep knowledge of a customer engendered by customer 
interactor stability enhances a supplier’s ability to cus- 
tomize products to meet the customer’s specific require- 
ments. Furthermore, customer interactors who spend more 
time with a customer are more likely to form strong inter- 
personal relationships with customer employees. These 
relationships help a supplier overcome unanticipated prob- 
lems that often arise during product deployment (see also 
Welch 2005). Consider the experience of the managing 
director for sales at a customer firm: 


Their contact team was very stable. We were able to build 
relationships with these guys, trust them, maintain a cer- 
tain connection, and jointly overcome unexpected prob- 
lems. This built a lot of goodwill among us. We were able 
to have candid conversations about things on each other’s 
back end and understand each other’s position when 
things were not going well. 


Finally, customer interactor stability is vital for provid- 
ing effective support to a customer. A stable support staff is 
likely to have greater knowledge of the products deployed 
for a customer, changes made to the products, and their 
implications for the customer. Thus: 


Ра: The greater the customer interactor stability in a supplier, 
the greater is the solution effectiveness. 


Process articulation. Process articulation refers to the 
extent to which a supplier firm clearly states and makes 
available to its employees the processes for developing a 
solution. This includes the clarification of roles and respon- 
sibilities of units and functions, rules for specifying report- 
ing structures, transfer pricing between units, sharing of 
customer information, and mechanisms for conflict resolu- 
tion between units and functions involved in developing a 
solution. It is similar to the concept of formalization (е.2., 
Hage and Aiken 1969; Menon et al. 1999), but it is focused 
on solution development processes. Importantly, process 
articulation does not imply that rigid prescriptions for the 
specific solution’s units and functions must develop; rather, 
it lays out a framework for the units and functions to inter- 
act with each other and a customer. As one participant put 
it, the essence of process articulation is on a supplier “defin- 
ing the rule book, but not prescribing the playbook” for 
units and functions. In the words of the vice president for 
communications at a supplier, 


It is pertinent to tell them what they have to do, as coordi- 
nation of multiple tasks is a must for solutions, but at the 
same time, it is counterproductive if you start prescribing 
how to do their jobs, because it inhibits flexibility, which 
18 a must in designing solutions. 


Clarification of roles and responsibilities helps ensure 
that customer requirements are defined accurately and are 
not glossed over because of confusion among units and 
functions about who is responsible for defining require- 
ments (also see Meuter et al. 2005). Moreover, clear guide- 
lines asking units to share customer and product informa- 


tion enable them to modify their respective products td 
ensure that they are integrated with each other. Similarly, 
clear guidelines that focus on customers encourage units to 
customize their products to meet customers’ business needs. 
Furthermore, clarification of units’ and functions’ responsi- 
bilities toward customers helps avoid obstacles in deploy- 
ment that often arise because of confusion among units and 
functions about their responsibilities. As a systems analyst 
at a supplier noted, 


It’s important to know who is responsible for what in 
developing solutions. This is essential as there are differ- 
ent components involved, and dividing roles is useful as it 
avoids confusion and blame games between different 
departments and divisions. It's like a team, where each 
one knows what's required of them, and at the same time, 
they know how to fit into the big picture. 


Finally, process articulation can be strongly instrumen- 
tal in providing customer support because it helps avoid 
confusion about who is responsible for responding to a cus- 
tomer's request and how the various units are to contribute 
to this effort. Thus: 


Р;: The greater the process articulation in a supplier, the 
greater is the solution effectiveness. 


Customer Variables 


Data collected from customers strongly suggest that a solu- 
tion's effectiveness depends not just on supplier variables 
but also on customer variables. The following customer 
variables surfaced in the field research as important predic- 
tors of solution effectiveness: (1) customer adaptiveness, (2) 
political counseling, and (3) operational counseling. 

Customer adaptiveness. Several customers emphasized 
their need to adapt their internal routines and processes to 
suppliers’ goods and services. As a controller at a health 
care firm noted, 


You should be willing to look at your business process, be 
willing to adapt to the solution sometimes, and just not 
expect the solution to adapt according to every element of 
your business. It needs to be flexible, and you also need to 
be flexible. 


Customer adaptiveness refers to the extent to which a cus- 
tomer is willing to modify its routines and processes to 
accommodate a supplier's products. It is similar to the norm 
of relational flexibility, or the willingness of partners to 
adjust to each other as circumstances change (Heide and 
John 1992; Noordewier, John, and Nevin 1990). A cus- 
tomer's openness to making adjustments is likely to encour- 
age "what-if" dialogues with a supplier in which the cus- 
tomer explores the different products the supplier could 
develop and the ways the customer could modify its internal 
routines to be able to use the supplier's existing products 
with relatively minor modifications. Generating and evalu- 
ating various options helps a supplier more accurately iden- 
tify customer requirements and the actions needed to fulfill 
them (see Jaworski and Kohli 2006). 

Several customers noted that customer adaptiveness 
influences the effectiveness of customization and the inte- 
gration of products (see Table 2). If a customer is unwilling 
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to adapt, the number of modifications required in supplier 
products is greater, which makes it more difficult to cus- 
tomize and integrate them. Conversely, if a customer is will- 
ing to adapt, fewer product modifications will be required, 
and this facilitates product customization and integration. In 
the words of a customer, 


The customer also has to be willing to change their way of 
doing business. You have to trust the vendor in the sense 
that they are driving best practices, and following these 
practices could be beneficial for us. Modified software is 
not always the best answer to problems, especially if you 
are not going to change how you do your business. 


In addition, a supplier can do a more effective job of 
deploying its products when a customer is willing to adjust 
to and accommodate both the supplier’s needs and unfore- 
seen contingencies as they arise. As the general manager of 
an automobile distributor noted, 


As a customer, we need to understand that there is a natu- 
ral pain in implementation. On our part, we should be 
willing to make sacrifices. If it means working on Satur- 
days, then so be it. If it means that we need to make dou- 
ble data inputs, then so be it. Our management needs to be 
ready for the bumps ahead. 


A supplier can provide more effective postdeployment 
support when a customer is willing to adjust to and accom- 
modate a supplier’s maintenance schedule or proposals to 
add new products. To paraphrase a customer’s experience, 


The e-payment solution for us initially was based on off- 
the-shelf software. The software worked well with few 
users who had uniform requirements. As the number of 
users and their requirements multiplied, the software was 
unable to meet our needs, but our employees were appre- 
hensive and unwilling to undergo extensive training to 
learn a new software application. The supplier was unable 
to install the new application in a timely manner because 
of this unwillingness on the part of our employees. 


Thus: 


Ре: The greater the customer adaptiveness, the greater is the 
solution effectiveness. 


Political counseling. Several customers noted that it is 
important for them to alert suppliers to political issues in 
their (customer) organizations (see Table 2). In addition, 
they noted the need to help suppliers actively navigate 
around such political land mines. As the chief information 
officer at-a health care customer noted, 


The customer needs to understand their own political 
landscape and help set a path for the vendor to navigate it. 
The vendor, on their part, needs to participate in the navi- 
gation of this landscape, but they need to be very con- 
scious of when to use the white-gloves, handle-with-care 
approach and when to use the throttle-ahead approach. 


Political counseling refers to the extent to which a customer 
provides a supplier with information and guidance regard- 
ing the political landscape in the customer organization. It 
is a manifestation of one form of the information exchange 
norm discussed in the marketing and the social capital lit- 
erature streams (e.g., Cannon and Perreault 1999; Nahapiet 
and Ghosal 1998). Political counseling helps a supplier bet- 
ter understand the priorities of the various stakeholders in a 
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customer firm. This enables the supplier to define the cus- 
tomer’s requirements in a more complete and nuanced man- 
ner. In addition, knowledge of a customer's political land- 
scape is useful for customizing and integrating products to 
address the sensitivities of various stakeholders. As a cus- 
tomer noted, 


It’s too much to expect the vendor to do everything. It’s 
too tedious, there is way too much to learn about the inter- 
nal politics, and it will take them way too long anyway. 
Worse, it might be risky, lest they tread on some tender 
toes. 


Political counseling can be particularly critical during 
the deployment of products. To paraphrase the experience 
of a customer, 


The supplier was counseled that many unionized customer 
employees were afraid of being laid off if a new system 
was deployed. In response, the supplier customized the 
user interface to resemble the existing system and inte- 
grated it with the old terminals used by employees. The 
familiarity of the user interface’s look and feel and its 
integration with existing user terminals conveyed a sense 
of continuity to the employees and soothed their fears of 
possible layoffs due to the adoption of a new system. The 
new system was readily adopted by the employees. 


Similarly, political counseling enables a supplier to 
ensure that its postdeployment support is effective in 
addressing the political sensitivities of a customer’s stake- 
holders. For example, political counseling led the supplier 
of a procurement solution (see Table 4) to establish a dedi- 
cated support hotline for unionized and government- 
supported planters—important stakeholders whose satisfac- 
tion with the solution was critical. In contrast, the lack of 
political counseling can lead to supplier blunders. As a cus- 
tomer recounted, 


Our [chief technology officer] led a team that had an 
important role to play in defining the requirements, but 
once the solution was implemented, the user groups 
became the dominant interface with the supplier. The sup- 
plier never understood that. They still had their sales- 
people on and kept going back to the [chief technology 
officer], who they thought was their champion. 


Thus: 


Ру: The greater the customer’s political counseling, the greater 
is the solution effectiveness. 


Operational counseling. Operational counseling refers 
to the extent to which a customer provides information and 
guidance about its operations to a suppler. As with political 
counseling, it is a manifestation of one form of the informa- 
tion exchange norm that scholars such as Heide and John 
(1992) and Jap and Ganesan (2000) discuss. Operations 
information refers to information about the technical sys- 
tems, business processes, and company policies in a cus- 
tomer firm. Several customers noted the role of operational 
counseling for developing effective solutions. As the chief 
information officer of a customer firm suggested, 


Give the supplier unfettered access to your operations. Let 
them see what’s going on inside your processes. Tell them 
what you want, how you will measure their performance. 


In short, train them in your business, so that they know 
what the solution is supposed to do. 


Operational counseling accelerates a supplier’s learning 
about the unique elements of a customer’s operating envi- 
ronment. This enables the supplier to define the customer's 
requirements more completely and accurately. Consider the 
experience of the director of acquisitions at a customer with 
a supplier: 

They had a fairly decent proposal that made a lot of sense, 

but it contained a couple of elements that did not just jell 

with who we are. We explained to them that this 1s not 

how we do business. We did it early up—explained to 
them how our operations work and how we would like 
this solution to work for us within our infrastructure. 

Looking back, I am glad we did this upffont. It made 

things clear for them and us and avoided misunderstand- 

ings later on. 


Similarly, operational counseling provides a supplier 
with the knowledge needed for customizing and integrating 
products to suit the customer's operating environment. It 
may be particularly critical during the deployment stage 
because of the potentially unique aspects of a customer's 
operations. For example, a customer in the manufacturing 
sector noted, 

Reaching targeted levels of utilization within certain spec- 
ified periods was an important policy objective in our 
firm. Fortunately, the supplier firm understood our opera- 
tional needs well and built into guidelines for their 
deployment personnel [a process] akin to 5000-mile, 
15,000-mile, and 50,000-mile checkups for cars. 


Finally, operational counseling keeps a supplier abreast 
of the changes in the customer's operations landscape. This 
enables the supplier to anticipate the changes that will be 
required in its existing products and to identify new prod- 
ucts that may be needed, thus providing the customer with 
effective postdeployment support. Thus: 


Pg: The greater the customer's operational counseling, the 
greater is the solution effectiveness. 


Managerial Implications 


This research suggests that it is useful to view a customer 
solution as a set of four relational processes. This perspec- 
tive is in marked contrast to the extant product-centric view 
of a solution as a customized and integrated set of goods 
and services. The relational process view is consistent with 
the perspectives of customers we interviewed for this study 
and with the service-dominant logic advocated in recent 
years (see Rust 2004, 2006; Vargo and Lusch 2004). It also 
has significant implications for marketing practice. 

First, it draws suppliers' attention to three processes in 
addition to customization and integration that customers 
consider critical—requirements definition, deployment, and 
postdeployment support. The field research suggests that 
suppliers either ignore these processes or pay inadequate 
attention to them (see Table 2). As such, suppliers may be 
able to create and deliver greater value to customers by 
focusing on these three processes in addition to customiza- 
tion and integration. Suppliers may also be able to increase 


customers' willingness to pay higher prices by better com- 
municating to them the value they derive from each of the 
four relational processes constituting a solution. This is 
pertinent given that most suppliers appear to fail to realize 
adequate prices for their solutions (Roegener, Seifert, and 
Swinford 2001). 

Second, delineating the four relational processes that 
constitute a solution brings into sharp focus organizational 
issues involved in developing and delivering solutions and 
highlights the importance of developing mechanisms for 
coordinating the different functions and units that perform 
the four relational processes. For example, the sales or busi- 
ness development functions typically perform requirements 
definition, whereas the customer support function performs 
postdeployment support. As we discussed previously, it is 
important for these functions to be “оп the same page" for 
each of the four processes if the supplier is to deliver an 
effective solution. Similarly, it is important for a supplier to 
coordinate its various business units engaged in the four 
relational processes. Suppliers may want to consider initia- 
tives discussed in this research, such as documentation 
emphasis, incentive externality, and process articulation, to 
enhance functional and unit coordination. 

Third, the relational process view highlights the impor- 
tance of executing each process while keeping in mind its 
effects on the subsequent processes. For example, if the 
requirements definition process is executed poorly or with- 
out input from the functions/units that will be involved in 
deploying or supporting products, the resulting overall solu- 
tion is likely to be less effective. 

Fourth, the relational process perspective on solutions 
facilitates more complete assessments of the costs of pro- 
viding solutions. The poor profits earned to date by solution 
suppliers are likely due to their narrow view of solutions as 
integrated and customized product bundles. Such a view 
likely leads suppliers to ignore or underemphasize the addi- 
tional costs of defining requirements, deploying products, 
and providing postdeployment support (see Stanley and 
Wojcik 2005). The relational process perspective also 
brings to the fore the high costs of coordinating the various 
functions and units engaged in the four processes. These 
coordination costs are not as visible as tangible costs, such 
as raw materials and direct labor, and thus may be under- 
estimated by suppliers. However, it is critical that suppliers 
factor in the cost of coordination when pricing solutions to 
customers. 

Fifth, viewing a solution as four relational processes has 
the potential to help suppliers develop a more structured 
and effective way for approaching customer engagements. 
In particular, it can help suppliers educate their employees 
to (1) expect a customer engagement to span four distinct 
process stages, each with its own set of actors and issues; 
(2) recognize the effect of each stage on subsequent stages 
and act accordingly; and (3) view themselves as engaged in 
value-creating relationships with customers rather than as 
selling or providing product bundles. 

Insofar as the antecedents of solution effectiveness are 
concerned, a major finding of this research is that solution 
effectiveness depends on supplier and customer behaviors. 
The study emphasizes the need for customers to be willing 
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to adapt to suppliers’ products and to provide them with 
political and operational counseling to obtain effective solu- 
tions. Moreover, customers that interact closely with suppli- 
ers in this way are likely to appreciate the value delivered 
and the costs incurred by suppliers. Such customers are less 
likely to demand bundling discounts, a problem that solu- 
tion providers frequently encounter (see Roegener, Seifert, 
and Swinford 2001). For these reasons, a supplier may want 
to avoid conducting business with a customer that is not 
adaptive or is unlikely to “educate” the supplier about its 
internal politics and operations. The solution that a supplier 
implements for such a customer is likely to be ineffective, 
which, among other things, is likely to hurt the supplier’s 
reputation in the marketplace. 

The study suggests that after a supplier commences to 
work with a customer, the supplier should develop and 
maintain strong relationships with multiple mdividuals in 
the customer firm to a point at which the supplier is com- 
fortable asking for political and operational counseling. The 
supplier might also encourage the customer to consider 
adapting its internal routines and processes to the supplier’s 
existing products when appropriate. Such an approach is 
likely to result in a more cost-effective solution. 

A supplier might also consider using a customer’s 
political and operational counseling to adjust its internal 
management system to deliver an effective solution. For 
example, political and operational counseling can help a 
supplier develop a better understanding of the benefits that 
are important to the customer’s stakeholders and the metrics 
the customer uses to assess its performance. The supplier 
can use these benefits and metrics as bases for designing 
incentives for the functions and units involved in providing 
customer solutions. Such an approach is likely to align the 
incentives of the supplier’s functions and units with a cus- 
tomer’s key requirements, thus increasing the likelihood of 
developing an effective solution. Moreover, it can help the 
suppliers and customers identify acceptable alternative per- 
formance criteria if it becomes clear that the original crite- 
ria agreed on are unachievable (for related work on copro- 
duction. see Bendapudi and Leone 2003). 

Finally, the supplier variables we identified that affect 
solution effectiveness are largely under supplier firms’ con- 
trol. Still, it is important for managers to be aware of the 
challenges involved in adopting certain practices. For exam- 
ple, contingent hierarchy represents a departure from tradi- 
tional ways of structuring organizations. As such, its adop- 
tion may require significant organizational changes that 
may be met with resistance from managers with vested 
interests in an existing structure. In such cases, one 
approach may be to pilot contingent hierarchy among a few 
units, develop and communicate success stories, and follow 
up with phased adoption in other units. Similarly, imple- 
mentation of documentation emphasis requires managers to 
go beyond issuing dictates. They need to put into place a 
value system and incentives that encourage personnel 
involved in providing solutions to document their activities 
and that provide them with access to systems that enable 
documentation in a rich but concise manner. 
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Research Directions 


This study focuses on theory construction rather than on 
theory testing. Much work remains to be done toward 
developing measures of solution effectiveness, defining 
supplier and customer variables, and empirically testing the 
theoretical propositions advanced in this research. In addi- 
tion, several fertile avenues exist for further research on 
solutions. For example, it would be useful to examine fac- 
tors that moderate the effects of supplier and customer 
variables on solution effectiveness. We discuss two such 
potential moderators next. 


Single Versus Multiple Suppliers 


A customer may choose to source a complete solution from 
a single supplier or from multiple suppliers (Stremersch et 
al. 2003). Thus, a supplier may provide the complete solu- 
tion by itself, or it may collaborate with other suppliers to 
create the solution. For example, Oracle is the sole provider 
of a channel management solution, whereas Dell and 
Microsoft jointly offer the Microsoft Exchange solution. 
This difference in strategy raises the question whether sup- 
plier variables identified in this study are more valuable 
when a solution is implemented by a single supplier than 
when it is implemented by multiple suppliers. It could be 
argued that the effects of policies that are internally 
focused, such as contingent hierarchy and incentive exter- 
nality, are weaker when the emphasis is on coordination 
among suppliers than when it is on coordination among 
units within a supplier. In contrast, customer interactor sta- 
bility is likely to have a stronger effect when multiple sup- 
pliers provide a solution. This is because customer interac- 
tors from multiple suppliers need to develop relationships 
not only with a customer but also with other suppliers (to 
understand their respective strengths and weaknesses). 
These conjectures require further investigation. 


Customer Expertise 


Variance in customers' expertise presents an intriguing 
challenge for solution providers. Research suggests that 
novices’ preferences for customized goods are usually Ш- 
defined (e.g., Simonson 2005). As such, it is more benefi- 
cial for a novice customer to adapt its routines to take 
advantage of a supplier's expertise. Therefore, customer 
adaptiveness is likely to have a stronger effect on solution 
effectiveness for a novice customer than for an expert cus- 
tomer. Conversely, the quality of operational counseling 
that a novice provides, compared with that of an expert, is 
likely to be somewhat suspect. As such, the effect of opera- 
tional counseling on solution effectiveness may be weaker 
for a novice customer. Again, it would be useful to investi- 
gate this and other such possibilities. 

In addition to moderating effects, several other research 
issues require further study. For example, selling solutions 
is a complex exercise that involves the consideration of con- 
flicting requirements of multiple stakeholders in a customer 
organization and sales cycles lasting up to two years (Dhar, 
Menon, and Maach 2004). Although research in sales man- 
agement examines strategies such as adaptive selling (e.g., 
Spiro and Weitz 1990), it is not clear how multiple supplier 


personnel should communicate with the several stakehold- 
ers in a customer firm and manage the uncertainty that 
accompanies a long sales cycle. It would be useful to study 
issues that arise in such long-cycle selling and to identify 
ways of addressing the same. 

Discussions with suppliers indicate that firms use differ- 
ent branding strategies for solutions. For example, some 
vendors use their corporate brand as a solution brand (e.g., 
IBM e-Procurement Solution), and others use an ingredient 
branding approach (e.g., Dell in Microsoft Exchange 
Server). This raises questions about the relative effective- 
ness of the different branding strategies for solutions. On 
the one hand, using individual product brands may lead cus- 
tomers to perceive the solution as offering best-of-breed in 
all product categories. On the other hand, customers may 
perceive the solution provider as having little expertise and 
control over product performance and liability. It would be 
useful to investigate the effectiveness of these alternative 
branding strategies in further research. 


Conclusion 


In recent years, scholars have called for more research on 
the concept of customer solutions (e.g., Day 2004; Sawhney 
2006). This study draws on field research with customers 
and suppliers to offer a relational process perspective on 
customer solutions and to identify supplier and customer 
variables that influence solution effectiveness. It elaborates 
on several issues of managerial importance and brings to 
the fore several research issues that still need scholarly 
investigation. We hope that this study provides an impetus 
for further research on this important topic. 


Appendix 


Questions for Suppliers 
We asked each interviewee and focus group participant a set 
of five questions along the following lines: 


1. When you think of solutions you offer, what attributes come 
to mind? How is a solution different from a bundle? 


2. Can you think of different types of solutions? What differ- 
entiates these types of solutions from each another? 


3. Why did your firm decide to offer solutions? 


4. What are the challenges in developing solutions? What fac- 
tors are critical for the successful development of solutions? 


5. Looking back on unsuccessful efforts to develop solutions, 
in your view, what factors contributed to the failures? 


Questlons for Customers 


We asked each interviewee a set of six questions along the 
following lines: 


1. What is a solution according to you? 

2. What are your expectations from a solution, and how do 
you evaluate a solution? 

3. How do you evaluate alternative solution suppliers? 

4. What are the current deficiencies in delivery of solutions, 
and what are some possible remedies? 

5. Why do you think some solution providers are more suc- 
cessful than others? 

6. What role does a customer play in the development of a 
solution? 
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Christian Homburg, Marko Grozdanovic, & Martin Klarmann 


Responsiveness to Customers and 
Competitors: The Role of Affective 
and Cognitive Organizational 
Systems 


Quick responses to environmental changes have become a vital success factor for today’s companies. This study 
alms to Identify the differential mechanisms that drive responsiveness to customers and responsiveness to 
competitors. In particular, the authors propose a conceptual framework that distinguishes between a cognitive 
and an affective organizational system as two important antecedents of organizational responsiveness. The results 
from a large-scale, cross-industry study show that the affective organizational system is more important in driving 
responsiveness to customers and that the cognitive organizational system is more important in driving 
responsiveness to competitors. Moreover, the relative importance of the cognitive system as a driver of 
responsiveness is greater in firms with a low market share and in markets with low entry barriers for new 
competitors. 


n times of increasing competition and constantly evolv- zation’s culture (e.g., Bernick 2001; Day 2003), which we 
[> customer needs, responsiveness to environmental refer to as the “affective organizational system.” 

changes has become a vital success factor for companies. Because change processes usually absorb a lot of 
As White, Varadarajan, and Dacin (2003, p. 63) state, “To resources, including managerial time and energy (Beer and 
survive and prosper in a competitive marketplace, an orga- Nohria 2000; Day 1999), managers are often forced to 
nization must strive to respond continuously to opportuni- focus their efforts either on changes to the cognitive organi- 


ties and threats posed by a changing environment." This is zational system or on changes to the affective organiza- 
particularly true for changes with regard to two key groups tional system. Therefore, it is important for managers 


in a firm's environment: customers and competitors. Previ- attempting to increase their firm's responsiveness to cus- 
ous research in marketing has demonstrated that timely tomers/competitors to know whether the cognitive system is 
responses to customer-related changes and competitor- a more important driver of responsiveness to customers/ 


related changes have several beneficial consequences for a competitors than the affective system, or vice versa. A lack 
firm (e.g., Gatignon, Robertson, and Fein 1997; Jayachan- of such knowledge is likely to lead to significant managerial 
dran, Hewett, and Kaufman 2004; Smith, Bolton, and Wag- mistakes regarding resource allocation in change processes 


ner 1999; Smith et al. 1989). intended to increase a firm's responsiveness. 

Against this background, maintaining and enhancing an An examination of numerous customer relationship 
organization's responsiveness to customers and competitors management (CRM) projects illustrates such managerial 
has become an increasingly important managerial task in mistakes. In recent years, managers in many companies 


today's firms. Activities for influencing a company's have invested large amounts of money in information 
responsiveness to customers and competitors fall into two technology-based CRM projects (Rigby and Ledingham 


basic categories: (1) They can focus on improving a com- 2004); that is, they have focused on changing the orienta- 
pany’s information processing (e.g. Davenport 2006; tion of the cognitive organizational system to increase 
Sawhney 2001), which we refer to as the "cognitive organi- customer-related responsiveness. However, many of these 
zational system," and (2) they can aim to change an organi- projects have not delivered the projected results. As The 


Economist (2003, p. 21) states, "Few things in technology 
have promised so much and delivered so little as ... CRM 
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However, although previous research indicates that the 
affective system and the cognitive system are both impor- 
tant antecedents of responsiveness (Hult, Ketchen, and 
Slater 2005), the question regarding the relative importance 
of the cognitive versus the affective system has not been 
addressed. Against this background, our study focuses on 
the relative importance of these two systems as drivers of 
organizational responsiveness. We draw on systems theory 
to develop an integrative theoretical framework, linking the 
orientation of the affective system and the orientation of the 
cognitive system to our key outcome variables—namely, 
responsiveness to customers and responsiveness to competi- 
tors. We then argue that customer-related responsiveness is 
more strongly driven by the affective organizational system 
than by the cognitive organizational system, and we pro- 
pose that competitor-related responsiveness is more 
strongly driven by the cognitive organizational system than 
by the affective organizational system. We develop this rea- 
soning theoretically and test it empirically. In addition, we 
develop and test hypotheses regarding the impact of three 
environmental factors—competitive intensity, ease of mar- 
ket entry, and market share—on the relative importance of 
the affective and the cognitive organizational system in dri- 
ving responsiveness. 

The managerial relevance of this study is straightfor- 
ward. It provides guidance for managers regarding resource 
allocation in change processes that aim to increasing a com- 
pany’s responsiveness. This should help managers avoid the 
mistakes we described previously. 

Apart from being managerially relevant, our study is of 
interest for marketing theorists, particularly for researchers 
on market orientation. Typically, within the market orienta- 
tion literature, customer-related aspects and competitor- 
related aspects of market orientation have been aggregated 
to form a general market orientation construct (Narver and 
Slater 1990). However, this approach may hide differences 
between competitor orientation and customer orientation 
with regard to their outcomes and antecedents. Therefore, 
Noble, Sinha, and Kumar (2002, p. 28) suggest that market 
orientation should be studied “in a disaggregated manner.” 
Because responsiveness is typically considered a main facet 
of market orientation (Hult, Ketchen, and Slater 2005), our 
study addresses these concerns by making an explicit 
distinction between antecedents of customer-related respon- 
siveness and antecedents of competitor-related responsive- 
ness. If the results show that customer-related responsive- 
ness and competitor-related responsiveness are driven by 
differential mechanisms, this would suggest that research- 
ing customer orientation and competitor orientation as sep- 
arate constructs is indeed the more suitable approach to 
studying market orientation. 


Theoretical Framework 


Systems Theory and Organizational 
Responsiveness to the Environment 
Open systems theory (Johnson, Kast, and Rosenzweig 
1963; Katz and Kahn 1978) provides the theoretical back- 
ground for the general framework of our study. According 
to this theory, the long-term survival of an organization 


depends on its ability to adapt its activities adequately to 
environmental changes. Thus, systems theory highlights the 
relevance of our focal construct organizational responsive- 
ness for a company’s performance. 

Furthermore, open systems theory points to the impor- 
tance of timing and speed in the context of an organization’s 
responsiveness to its environment. Thompson (1967, p. 
148) points out that the timing of activities aimed at the 
environment “is a crucial administrative matter.” Katz and 
Kahn (1978, p. 131) argue that organizations need to exert 
internal control to respond quickly to environmental threats 
and changes. Thus, speed is a key element of our definition 
of organizational responsiveness. More specifically, we 
define “customer-related responsiveness” as the extent to 
which an organization responds quickly to customer-related 
changes, and we define “competitor-related responsiveness” 
as the extent to which an organization responds quickly to 
competitor-related changes. 

Systems theory views organizational responsiveness to 
the environment as being the result of the interaction of sev- 
eral subsystems within the organization (Kast and Rosen- 
zweig 1970). Guided by the market orientation literature, 
which emphasizes information processing (Jaworski and 
Kohli 1993) and organizational culture (Narver and Slater 
1990), we focus on two subsystems as antecedents of 
responsiveness (Hult, Ketchen, and Slater 2005): organiza- 
tional information processing and organizational culture. 

The way information is processed within organizations 
is often referred to as “organizational cognition” (Sims and 
Gioia 1986); thus, we use the term “cognitive organiza- 
tional system” when referring to organizational information 
processing. In line with the observation (outlined in detail 
subsequently) that culture and affect are closely related phe- 
nomena, we refer to organizational culture as the “affective 
organizational system.” We believe that these terms are 
more fruitful in the context of our study. They seem to 
describe best how organizational information processing 
and organizational culture influence individual responsive- 
ness within organizations, which is key to organizational 
responsiveness (White, Varadarajan, and Dacin 2003). More 
specifically, organizational members are motivated to act on 
information from organizational information processing 
when they perceive it as having cognitive value (Hansen 
and Haas 2001). In contrast, as we describe subsequently, 
members act according to the values, beliefs, and norms 
provided by the organizational culture because they are 
emotionally attached to them. 


The Cognitive Organizational System 


In the context of our research, the customer and competitor 
orientation of the cognitive system deserve special atten- 
tion. We define “customer orientation of the cognitive orga- 
nizational system” as the degree of customer-related infor- 
mation processing within an organization and “competitor 
orientation of the cognitive organizational system” as the 
degree of competitor-related information processing within 
an organization. 

In the marketing literature, organizational information 
processing has often been described as a series of consecu- 
tive processes (Day 1994; Moorman 1995). Following this 
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tradition, we view the cognitive organizational system as 
consisting of all organizational activities that deal with the 
generation, dissemination, analysis, and storage of informa- 
tion (Huber 1991; Sinkula 1994). Information generation is 
the process by which organizations first obtain knowledge 
through means such as market research, published reports, 
and informal communication. Information dissemination is 
the process by which this information is distributed within 
the organization (Maltz and Kohli 1996), for example, 
through meetings, reports, or databases. Information analy- 
sis is the process that links information coming from vari- 
ous sources within the organization and establishes a shared 
interpretation. Information storage refers to the activities 
connected to the task of establishing an organizational 
memory (Walsh and Ungson 1991). 

Against this background, we expect that the design of 
the cognitive system influences an organization’s respon- 
siveness to its environment. More specifically, we expect 
that a highly customer-oriented cognitive system enhances 
customer-related responsiveness (Jayachandran, Hewett, 
and Kaufman 2004). Similarly, we expect that there is a 
positive link between the competitor orientation of the cog- 
nitive system and competitor-related responsiveness (Smith 
et al. 1991). 


The Affective Organizational System 


In the literature on organizational culture, it has been 
argued that culture and affect are closely related phenom- 
ena. For example, organizational members tend to establish 
an emotional bond with their culture. In this regard, Trice 
and Beyer (1993, p. 6) specify that culture is “emotionally 
charged” because its values and beliefs help organizational 
members overcome the anxiety that is connected to environ- 
mental uncertainty. In addition, values and norms may 
become a defining property of a group, permitting the group 
to differentiate itself from other groups. As a consequence, 
organizational members become strongly attached to the 
cultural values and beliefs: “Ге tend пої to examine them 
but to defend them because we have emotionally invested in 
them” (Schein 1992, p. 12). Furthermore, the cultural envi- 
ronment influences the way people experience certain emo- 
tions. “[F]rom their cultures, members learn ... how it is 
appropriate to feel and not feel in a given situation” (Beyer 
and Nino 2001, p. 174). Thus, organizational culture pro- 
vides its members with a repertoire of accepted emotions. 
Finally, the close link between corporate culture and emo- 
tions becomes visible in research that identifies affective 
consequences of organizational culture, such as employee 
commitment (O’Reilly, Chatman, and Caldwell 1991) and 
job satisfaction (Siguaw, Brown, and Widing 1994). 
Against this background, we interpret organizational 
culture as an organization’s affective system. Deshpandé 
and Webster (1989, p. 4) define organizational culture as 
“the pattern of shared values and beliefs that help individu- 
als understand organizational functioning and thus provide 
them norms for behavior in the organization.” Therefore, we 
define “customer orientation of the affective organizational 
system” as the extent to which attention to customer needs 
is anchored in an organization’s values, belief structures, 
and norms. Likewise, we define “competitor orientation of 
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the affective organizational system” as the extent to which 
attention to competitor behavior is anchored in an organiza- 
tion’s values, belief structures, and norms. 

The affective system can be regarded as a mechanism 
that allows for decision making within organizations with- 
out intensive information processing. This is important 
because it is impossible for organizations and individuals 
alike to process all available information adequately with 
regard to a given problem. This problem is reflected in the 
growing literature on “information overload” and the limits 
of organizational information processing (Eppler and 
Mengis 2004). The values and norms stored in the organiza- 
tional culture help companies and individuals cope with the 
large amount of information available. They guide the per- 
ception of the environment and enable organizational mem- 
bers to rule out irrelevant alternatives quickly. 

Against this background and consistent with the find- 
ings of Hult, Ketchen, and Slater (2005), we expect that a 
highly customer-oriented affective system enhances 
customer-related responsiveness. The same effect is 
expected for competitor orientation of the affective system 
and competitor-related responsiveness. 


Relative Importance of the Affective System and 
the Cognitive System 


It is the central concern of this article to make theory-based 
predictions about the relative importance of the affective 
organizational system and the cognitive organizational sys- 
tem in driving organizational responsiveness. Although the 
unit of analysis in our study is the organization, in this sec- 
tion, we draw on individual-level theories borrowed from 
social and cognitive psychology. This approach follows a 
long tradition in organizational research to use theories on 
individual-level behavior as a starting point to understand 
organizational-level phenomena. Examples include the 
behavioral theory of the firm (e.g., March and Simon 1958) 
and theories on organizational learning (e.g., Huber 1991; 
Kim 1993; March and Olsen 1975). 

Our use of individual-level theories is guided by the 
consideration that, to a large extent, organizational respon- 
siveness depends on individual responses to new environ- 
mental developments (White, Varadarajan, and Dacin 
2003). More specifically, we expect that the affective orga- 
nizational system exerts a dominant impact on organiza- 
tional responsiveness when individual responses are mostly 
guided by individual affective processes. Likewise, in situa- 
tions in which individual responses are largely driven by 
individual cognitions, the cognitive system of the organiza- 
tion becomes the dominant driver of responsiveness. Thus, 
two theories from psychology that provide guidance on the 
role of affect and cognition in driving individual behavior 
deserve our attention: cognitive appraisal theory and the 
affect infusion model. 

Cognitive appraisal theory (Lazarus 1991; Lazarus and 
Folkman 1985) attempts to explain how cognitive and affec- 
tive processes create “action tendencies” in people con- 
fronted with a new environmental stimulus. Lazarus (1991, 
p. 153) describes two modes of appraisal: automatic pro- 
cessing and deliberate processing. In the mode of automatic 
processing, if a situation is initially appraised as being of 


goal relevance, this leads to the evolution of a first affective 
response, which dominates a person’s immediate response. 
If time and opportunity are given, a person may engage in 
deliberate processing involving cognitive reappraisals of the 
Situation; that is, more information is considered and the 
analysis of the situation is more intricate (Lazarus 1991, p. 
155). Thus, deliberate processing leads to a response that is 
more cognitively founded. 

The affect infusion model also asserts that the way 
affective processes influence decisions and judgments 
depends on the way information is processed in a particular 
situation (Forgas 1995; Forgas and George 2001). This 
theoretical concept also supports the notion that the relative 
impact of affect and cognition on behavior depends on sev- 
eral context factors, such as personal variables (e.g., pro- 
cessing capacity), task characteristics (e.g., task complex- 
ity), and situational factors (e.g., need for accuracy) (Forgas 
and George 2001, p. 10). 

In summary, these theories lead us to expect that, in 
general, the affective system and the cognitive system influ- 
ence responsiveness to customers and competitors simulta- 
neously. However, the relative importance of these two sys- 
tems as drivers of responsiveness systematically varies, 
depending on characteristics of the situation. In this regard, 
they also provide guidance regarding potentially relevant 
situational factors (e.g., time or task complexity). 


Performance Outcomes 


In the tradition of the market orientation literature (e.g., 
Homburg and Pflesser 2000) and following a recommenda- 
tion by Lehmann (2004), our framework incorporates two 
performance-related constructs: market performance and 
financial performance. We define “market performance” as 


the effectiveness of an organization’s marketing activities 
with regard to market-related goals, such as revenues, 
growth, and market share. We define “financial perfor- 
mance” as the average return on sales of a business unit 
relative to the industry average. 

As systems theory asserts, we expect that both 
customer-related and competitor-related responsiveness 
positively affect market performance. Previous research 
supports this link (e.g., Gatignon, Robertson, and Fein 
1997; Jayachandran, Hewett, and Kaufman 2004). Further- 
more, we expect that there is a positive impact of market 
performance on financial performance, which is also a well- 
established link in the marketing literature (Rust et al. 
2004). 

The structural relationships implied by our theoretical 
framework appear in Figure 1. Note that our analysis does 
not focus on the links posited by our framework. Rather, 
given the high plausibility and previous support in the lit- 
erature for these links, we use this nomological network as 
the basis of our analysis. The key focus of our study is to 
compare, within this network, the relative importance of the 
cognitive and the affective system as drivers of the two 
facets of responsiveness. 


Hypotheses Development 


Main Hypotheses 


We argue that contextual differences between competitor- 
related activities and customer-related activities lead to dif- 
ferent patterns of importance for the affective and the cog- 
nitive organizational system as drivers of responsiveness to 
competitors as opposed to responsiveness to customers. 


FIGURE 1 
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More specifically, we argue that the two contexts differ with 
respect to (1) the degree of social interaction with the out- 
side party (customer versus competitor), (2) the need for 
spontaneous decisions, and (3) the outside party’s willing- 
ness to share information openly. 

The importance of social interaction with customers has 
received much attention in recent studies in the fields of 
buyer-seller relationships, personal selling, and service 
encounters. It has been shown that positive social inter- 
action is perceived as a benefit from the relationship (Bit- 
ner, Gwinner, and Gremler 1998; Crosby, Evans, and 
Cowles 1990). Trust in buyer-seller relationships is 
strongly influenced by social aspects of the relationship 
(Nicholson, Compeau, and Sethi 2001; Schultz and Evans 
2002). Customer contact personnel characteristics that are 
helpful in situations of social interaction, such as emotional 
intelligence (Rozell, Pettijohn, and Parker 2004), the ability 
to recognize a customer's interest in socializing (Brown et 
al. 1993), and a positive affect toward customers (Sharma 
1999), have been shown to increase the effectiveness of cus- 
tomer contact personnel. The role of social interaction is 
also important in the product or service development 
process because regular meetings with customers help firms 
identify customers' wishes and needs (e.g., Koufteros, Von- 
derembse, and Jayaram 2005; Sethi 2000). 

In summary, there is ample support for the notion that 
customer-related activities take place in an affect-intensive 
environment in which social interaction plays an important 
role. Psychological research has assembled much evidence 
that in situations with intensive social interaction, "affect 
may be seen ... as the major driving force behind many 
responses" (Forgas 2003, p. 597, emphasis added). Thus, 
we expect that the orientation of the affective organizational 
system is relatively more important than the cognitive 
system in driving customer-related responsiveness. 

Customer contact personnel often encounter situations 
with a high need for spontaneous decisions—that is, situa- 
tions in which they need to make a decision in a short span 
of time. Time can be viewed as an important resource for 
information processing (Lazarus 1991). As cognitive 
appraisal theory and the affect infusion model suggest, the 
availability of processing resources plays an important role 
in determining the relative importance of cognition and 
affect for behavior (Forgas and George 2001, p. 10; Lazarus 
1991, p. 155). If processing resources are limited, affect has 
a stronger impact on the behavioral outcome, and if the 
availability of processing resources is high, cognitions are 
more important (Shiv and Fedorikhin 1999). 

More specifically, in many personal encounters with 
customers, customer contact personnel need to act without 
the benefit of time for in-depth information processing or 
for requesting help from specialized personnel within the 
organization. Thus, the effectiveness of the cognitive sys- 
tem in driving customer-related responsiveness is reduced. 
At the same time, the affective system can provide sales- 
people with values, beliefs, and heuristics that guide them 
even in these situations. This reasoning further supports the 
notion that customer-related responsiveness is more 
strongly driven by the affective than by the cognitive 
system. 
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In many situations, customers have a strong self-interest 
in providing information about their needs and wishes (e.g., 
Anderson and Narus 1990; Cannon and Perreault 1999). 
Their resulting willingness to share information openly has 
at least two consequences for organizational information 
processing. First, it reduces the need for organizational 
mechanisms to generate information. Second, it reduces the 
need for organizational mechanisms to analyze the informa- 
tion because customers are usually motivated to communi- 
cate as precisely as possible what they need and expect 
(Thomke and Von Hippel 2002). As a result, we expect that 
the easy availability and lower need for interpretation of 
information reduces the effect of the cognitive system on 
responsiveness, even though the information still needs to 
be disseminated and stored within the organization. 

In summary, we expect that because of the high degree 
of social interaction with customers, the need for sponta- 
neous decisions, and customers' willingness to share infor- 
mation openly, the affective system is the dominant driver 
of responsiveness to customers. Thus: 


H;:Responsiveness to customer-related changes is more 
strongly influenced by the affective organizational system 
than by the cognitive organizational system. 


Competitor-related activities take place in a different 
environment. There is little to no social interaction between 
managers of competing companies. As social interaction 
promotes the development and impact of emotions, 
responses to competitive activities take place in a less 
affect-intensive environment. In this context, conceptual 
writers on competitive strategy have emphasized the impor- 
tance of cognition (e.g., Gilad 1989; Varadarajan and Jaya- 
chandran 1999). Porter (1980, p. 72) notes that organiza- 
tions need "some sort of competitor intelligence system" to 
analyze their competitive environment successfully. 

Likewise, empirical research on competitive decision 
making has stressed the importance of cognition in man- 
agers' assessments of their competitive environment. On an 
individual level, it has been shown that managers rely on a 
categorization process when identifying competitors (Clark 
and Montgomery 1999). They use mental models to impose 
order on ambiguous competitive environments (Reger and 
Huff 1993). Differences in these mental models between 
managers from firms within the same industry (Daniels, 
Johnson, and De Chernatony 2002) suggest that firm- 
specific processes, such as a company's information search 
activities (Day and Nedungadi 1994), play an important 
role in their development. On an organizational level, 
Ghoshal and Westney (1991) report that firms typically rely 
on information collection and interpretation processes to 
understand their competitive environment. Taylor (1992) 
finds that managers regularly express the need for even 
more systematic organizational competitor-related informa- 
tion processing. In summary, there is ample evidence that 
responses to changes in the competitive environment take 
place in an environment in which cognitions are important. 

In addition, the reduced degree of social interaction and 
the lack of personal encounters reduce the need for sponta- 
neous decisions with regard to competitive action. Thus, 
with respect to changes in the competitive environment, the 


availability of processing resources is typically high, lead- 
ing to a high relevance of cognition compared with affect 
(Shiv and Fedorikhin 1999). 

Finally, competitors are typically not willing to share 
information openly about their actions and underlying 
intentions. Consequently, it is difficult to obtain reliable 
competitive information (Montgomery, Moore, and Urbany 
2005), leading to an increased importance of mechanisms to 
generate information (which form a component of the cog- 
nitive system). In addition, uncertainty about the behavior 
of competitors cannot be resolved as easily as with cus- 
tomers. Instead, companies must analyze “fuzzy signals” 
and contradictory information about their competitors 
(Eliashberg and Robertson 1988). Typically, environmental 
uncertainty is positively associated with the intensity of a 
firm’s information-processing activities (Galbraith 1973). 
Thus, the role of an organization’s cognitive system is 
important in guiding decisions regarding responses to 
competitive actions. Conversely, the values and norms of 
the affective system provide relatively little guidance in this 
context. 

In summary, we expect that because of the low degree 
of social interaction with competitors, the reduced need for 
spontaneous decisions, and competitors’ reluctance to share 
information, the cognitive system is the dominant driver of 
responsiveness to competitors. Thus: 


Но: Responsiveness to competitor-related changes is more 
strongly influenced by the cognitive organizational system 
than by the affective organizational system. 


Hypotheses on Moderating Effects 


In this section, we develop a set of hypotheses that posit 
that the relative importance of the affective and the cogni- 
tive system as antecedents of responsiveness is contingent 
on environmental factors. In the tradition of the market ori- 
entation literature (e.g., Slater and Narver 1994), we focus 
on variables that characterize the competitive environment, 
namely, (1) competitive intensity, (2) a firm’s market share, 
and (3) the ease of market entry for potential competitors. 

Competitive intensity refers to the degree of competi- 
tion within a marketplace (Kohli and Jaworski 1990). Mar- 
ket environments with intense competition are typically 
characterized by greater pressure on prices, high levels of 
advertising, and strong product and technology competition 
(Porter 1980). In such an environment, companies and their 
managers often have little time to react to competitors’ 
moves (Kumar, Subramanian, and Yauger 1998). Thus, 
managers lack the time to carry out a comprehensive analy- 
sis of the situation and must rely at least partly on their 
intuitive assessment of the circumstances. As we argued 
previously, in situations characterized by high time pres- 
sure, the relative impact of the affective system on 
competitor-related responsiveness rises. 

At the same time, the effectiveness of the cognitive sys- 
tem as a driver of responsiveness is reduced when competi- 
tive intensity is high. More specifically, in such an environ- 
ment, the half-life of competitive intelligence decreases 
(Maltz and Kohli 1996, p. 52), which reduces the reliability 
of information provided by the cognitive system. In addi- 


tion, it becomes more difficult to obtain relevant 
competitor-related information (Slater and Narver 1994). 
Consequently, as Baum and Wally (2003) argue, decision 
makers spend less time on tedious research about competi- 
tors because they obtain little benefit. In line with this rea- 
soning, we hypothesize the following: 


Ha: The relative importance of the competitor orientation of 
the cognitive organizational system as a driver of 
competitor-related responsiveness is lower if competitive 
intensity is high than if competitive intensity is low. 

Previous research in strategic management has repeat- 
edly emphasized dysfunctional consequences of a firm’s 
enduring success in the marketplace (e.g., a high market 
share). Examples of such consequences include the devel- 
opment of organizational inertia and a reduced responsive- 
ness to new environmental developments (Miller 1994; 
Probst and Raisch 2005). This phenomenon, labeled the 
“Icarus Paradox” (Miller 1990), can partly be explained by 
the notion that success reduces the impact of the cognitive 
system on decisions made in these organizations. More 
specifically, prior success may trigger a process in which 
managers become overconfident in their own abilities and 
the effectiveness of their way of conducting business (e.g., 
Starbuck and Milliken 1988). At the same time, managers 
tend to develop oversimplified cognitive models of the rea- 
sons for their prior successes that they then regard as 
irrefutable formulas for future success (Miller 1993; Miller 
and Chen 1996). In such situations in which managers feel 
overly secure, they are inclined to discard or belittle infor- 
mation that challenges their worldview (Miller 1994). 
These findings are also consistent with research on affect 
infusion (Forgas and George 2001, p. 20), which posits that 
positive affective states (that will most likely be associated 
with enduring success) make people susceptible to neglect- 
ing external information in a given situation. 

Thus, even if organizational information-processing 
activities have produced evidence for significant environ- 
mental changes, the organization does not act on them. 
Anecdotal evidence for this kind of behavior is abundant 
(e.g., Mellahi, Jackson, and Sparks 2002; Thygesen and 
McGowan 2002). Consequently, in firms that are successful 
in the marketplace, the effect of the cognitive system on 
responsiveness is strongly reduced. Thus, we hypothesize 
the following: 


H4: The relative importance of the customer orientation of the 
cognitive organizational system as a driver of customer- 
related responsiveness is lower in firms with a high mar- 
ket share than in firms with a low market share. 

На: The relative importance of the competitor orientation of 
the cognitive organizational system as a driver of 
competitor-related responsiveness is lower in firms with a 
high market share than in firms with a low market share. 


The ease of market entry for new competitors—that is, 
the likelihood of a new entrant being able to build up a 
strong competitive position within a short span of time 
(Slater and Narver 1994), is a central characteristic of a 
market (Porter 1980). The possibility to enter a new market 
easily represents a potential threat to the incumbent's mar- 
ket position (Gruca and Sudharshan 1995). However, as the 
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ease of market entry rises, it becomes increasingly difficult 
for managers to anticipate entries into the market. More 
specifically, the number of potential entrants rises. For 
example, low entry barriers increase the attractiveness of 
local markets for foreign companies (Malhotra, Agarwal, 
and Ulgado 2002). Thus, it can be expected that in these 
environments, managers’ perceived uncertainty rises. There 
is widespread agreement in the literature that perceived 
uncertainty leads to an increase in managerial information 
processing (Menon and Varadajan 1992). Thus, in markets 
in which market entry is easy, managers will use 
competitor-related information more intensively when mak- 
ing decisions than in markets in which entry is difficult. 
Thus, we hypothesize the following: 


Hg: The relative importance of the competitor orientation of 
the cognitive-system as a driver of competitor-related 
responsiveness 1s lower if ease of market entry is low than 
if ease of market entry is high. 


Methodology 


Data Collection and Sample 

To test our hypotheses on a broad empirical basis, we con- 
ducted a large-scale survey among companies in manufac- 
turing and service industries. The unit of analysis is a busi- 
ness unit within a firm or (if no specialization into different 
business units existed) the entire firm. For an initial set of 
business units in these industries, we purchased addresses 
from a commercial provider (n = 1869). These firms were 
contacted by telephone to identify the head of marketing, 
which was successful in 1661 cases. Subsequently, a ques- 
tionnaire was sent to these managers. After a follow-up, we 
received 290 usable questionnaires, for an effective 
response rate of 17.5%. We obtained approximately half of 
the responses after the follow-up. 

Because there is evidence that data related to organiza- 
tional aspects obtained from single informants may suffer 
from validity problems (Van Bruggen, Lilien, and Kacker 
2002), we designed our data collection to cover multiple 
respondents per unit. We asked the marketing managers 
participating in the study to name the sales managers in 
their business units. One hundred ninety-eight respondents 
provided names of their counterparts in sales management. 
These sales managers were also sent the questionnaire. We 
received 127 responses, for a response rate of 64.196. 

A key issue in the context of multiple respondents per 
unit pertains to the consistency of the responses. For each 
dyad and each construct, we calculated the average devia- 
tion from the mean ADy (Burke and Dunlap 2002). We 
then averaged these deviations across all constructs. Kumar, 
Stern, and Anderson (1993, p. 1638) propose that a differ- 
ence of two points on a seven-point scale (which corre- 
sponds to an Арму) value of 1) is a "substantial differ- 
ence"; thus, we excluded ten dyads from further analysis 
because their average АРмуг value was larger than 1. 

For further data analysis, we averaged the responses of 
the marketing and the sales managers. Thus, our final sam- 
ple consists of 280 units. In 117 cases, information is based 
on two respondents, and we used single-informant data for 


24 / Journal of Marketing, July 2007 


the remaining 163 business units.! Information on the com- 
position of the final sample appears in Table 1. Our sample 
covers a broad range of companies in terms of industry and 
size. 

Tests showed no significant differences among the 
responses from early versus late respondents on all of our 
major constructs and on key demographic variables, sug- 
gesting that nonresponse bias is not a problem in our data 
(Armstrong and Overton 1977). To test further whether 


ITo check whether pooling the single-informant and multiple- 
respondent data is appropriate, we ran the main model separately 
m the subsample of single informants and in the subsample of 
dyads. The pattern of results was stable across both subsamples; 
that is, customer-related responsiveness was more strongly driven 
by the affective organizational system, and competitor-related 
responsiveness was more strongly driven by the cognitive system. 
In addition, a test for invariance regarding the structural coeffi- 
cients ш both subsamples showed that the null hypothesis that 
there are no differences regarding the ү coefficients and the В coef- 
ficients cannot be rejected. In summary, these results support the 
strategy of pooling the data from both subsamples. 


TABLE 1 
Sample Composition 
Industries ` % 
Automotive 18 
Chemicals 10 
Pharmaceuticals 7 
Machine building 19 
Electronics 11 
Banks/insurances 15 
Telecommunications/information technology 15 
Other 5 


Position of Respondents 





Vice president marketing/head of marketing 43 
Vice president sales/head of sales 29 
Vice president marketing and sales/head of 

marketing and sales 17 


General management responsibility (head of 
strategic business unit, managing director, 


chief executive officer) 6 
Other 5 
Annual Revenues of the Firm 
«$25 million 8 
$25 milllon—$49 million 11 
$50 million-$99 million 15 
$100 million-$199 million 15 
$200 milllon-$499 million 15 
$500 milllon—$999 million 9 
$1,000 milllon—$2,000 million 12 
>$2,000 million 15 


Number of Employees of the Firm 


<200 9 
200—499 22 
500—999 16 
1000—2499 20 
2500—4999 10 
5000—10,000 10 
210,000 13 


nonresponse bias is a potential threat to the validity of our 
findings, we collected additional data by telephone from 
107 (i.e., 7.8%) nonrespondents on a subset of 18 items 
from our original questionnaire (at least 1 item from every 
construct in our framework). For 15 of the 18 items 
included, we did not find significant differences between 
the item means in our original sample and the nonrespon- 
dent sample. These results provide further evidence that 
nonresponse bias is not a major issue with our data. 


Measure Development and Assessment 


We followed standard psychometric scale development pro- 
cedures. Most of the scales we used were newly developed 
on the basis of a review of the extant literature and inter- 
views with practitioners. We pretested the resultant ques- 
tionnaire and further refined it on the basis of the comments 
from marketing managers and scholars during the pretest. A 
complete list of items, including descriptive statistics, 
appears in the Appendix. Because our study compares dri- 
vers of customer-related and competitor-related responsive- 
ness, we use consistent scales for measuring these two con- 
structs and their antecedents. 

We measured the customer orientation of the cognitive 
organizational system with 13 items. For every facet of the 
cognitive system (i.e., information generation, dissemina- 
tion, analysis, and storage), we employed a set of 3-4 items. 
We based the items measuring information generation on 
the work of Kohli, Jaworski, and Kumar (1993) and Moor- 
man (1995). We measured information dissemination 
through items adapted from the work of Kohli, Jaworski, 
and Kumar. We measured information analysis and infor- 
mation storage through scales that we developed specifi- 
cally for this study. To keep the number of parameters in 
our model at a manageable level while preserving the multi- 
faceted nature of the construct, we followed Bagozzi and 
Edwards’s (1998) and Little and colleagues’ (2002) sugges- 
tions and used item parcels to measure the customer orien- 
tation of the cognitive organizational system in our struc- 
tural model. More specifically, for each of the four facets of 
the cognitive system, we averaged the values on the respec- 
tive scales and then used these four average values as indi- 
cators for the higher-level construct (i.e., customer orienta- 
tion of the cognitive system). A key condition for the use of 
item parcels is the unidimensionality of the scales that are 
aggregated as item parcels (Bandalos and Finney 2001). 
Thus, we used confirmatory factor analysis to assess the 
unidimensionality of the four scales (Gerbing and Anderson 
1988). The results appear in the Appendix. The generally 
high indicator reliabilities indicate that the items are heavily 
influenced by the underlying construct, thus strongly sug- 
gesting that the scales are indeed unidimensional. We 
applied the same measurement approach for competitor ori- 
entation of the cognitive organizational system. 

We measured customer orientation of the affective orga- 
nizational system with seven items that represent the values 
and norms of an organization with regard to customers. We 
based the items partly on the work of Deshpandé, Farley, 
and Webster (1993). We then adapted these items to the 
measurement of competitor orientation of the affective 
organizational system. 


We measured responsiveness to customer-related 
changes through a newly developed scale. In line with our 
definition, the items essentially cover speed of reaction to 
customer-related changes. Item generation was inspired by 
the work of Jayachandran, Hewett, and Kaufman (2004). 
We adopted a similar approach for responsiveness to 
competitor-related changes. 

We measured market performance with three items 
partly adapted from the work of Homburg and Pflesser 
(2000). We measured financial performance with a single 
item that compared the return on sales of the participating 
business unit with the industry average return on sales. To 
reduce the impact of abnormal one-time effects on our per- 
formance measure, we asked respondents to answer this 
question with regard to the average performance over the 
last three years. 

With regard to the moderator variables, we measured 
competitive intensity with three items based on the scale 
that Jaworski and Kohli (1993) employ. We measured mar- 
ket share as the market share of the participating business 
unit in its most important market; we assessed this on a 
scale with ten response categories. We measured ease of 
market entry with one item adopted from the work of 
Narver and Slater (1990); this measured the likelihood of a 
new competitor being able to establish a strong competitive 
position in the market within a short span of time. We mea- 
sured business unit size (a control variable) with two indica- 
tors: the total revenues of the business unit and the number 
of employees within the business unit. 

To assess measure reliability and validity of our con- 
structs, we ran confirmatory factor analyses for each factor 
individually using LISREL 8.54 (Jóreskog and Sórbom 
1996). The corresponding results appear in the Appendix. 
Overall, the results indicate good psychometric properties 
for all constructs. More specifically, no coefficient alpha 
values and composite reliabilities are lower than .70, thus 
meeting or exceeding the recommended thresholds 
(Bagozzi and Yi 1988). Furthermore, with few exceptions, 
item reliabilities are above the recommended value of .40 
(Bagozzi and Baumgartner 1994). Finally, we assessed dis- 
criminant validity on the basis of the criterion that Fornell 
and Larcker (1981) propose. The results indicate that there 
are no problems with respect to discriminant validity (see 
Table 2). 


Further Performance Measure Validatlon Through 
Additional Data 


Because performance assessments based solely on self- 
reported data can be problematic because of effects such as 
common method bias (Podsakoff et al. 2003), we collected 
additional data to ensure the validity of the performance 
information provided by the respondents. More specifically, 
we identified firms in our sample for which objective per- 
formance information is publicly available. This was the 
case for 83 firms in our sample (i.e., 29.6%). 

We then collected annual reports from these companies 
with extensive Internet research supported by personal 
inquiries. Because we needed performance information for 
three successive years, we reviewed more than 200 annual 
reports. We used these reports to determine the return on 
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sales of the business unit that participated in our study. In 
cases in which the publicly available objective performance 
information was not detailed enough to infer directly the 
performance of the business unit, we used information on 
the lowest-level organizational subunit comprising the busi- 
ness unit for which objective performance information was 
available. 

Using this information, we calculated the average return 
on sales over the last three years for the strategic business 
unit that participated in our study. We then correlated this 
objective information with information on the average 
return of sales of the business unit obtained from the man- 
agers. Both measures are highly correlated (r = .73, p < 
.01), indicating that the managerial performance evaluations 
are highly valid and are not influenced by answers to other 
questions in the survey, as would Бе’ the case if common 
method bias was a threat to the validity of the results. 


Results 


Results Related to the Relative Impact Strength 
of the Cognitive and Affective System 


We used LISREL 8.54 to model the structural relationships 
posited by our theoretical framework. We added business 
unit size as a control variable to the model (as an antecedent 
of market performance). Regarding the global fit of the 
model (x2/d.f. = 3.14, goodness-of-fit index = .97, adjusted 


goodness-of-fit index = .96, comparative fit index = .92, and 
root mean square error of approximation = .09), the 
goodness-of-fit index, the adjusted goodness-of-fit index, 
and the comparative fit index values indicate good fit of the 
model (Bagozzi and Yi 1988; Kline 1998); the chi-square/ 
degrees of freedom and root mean square error of approxi- 
mation values indicate only acceptable model fit (MacCal- 
lum, Browne, and Sugawara 1996; Wheaton et al. 1977). 
Taken together with the observation that complex models, 
such as ours, are often associated with lower levels of fit 
(e.g., Baumgartner and Homburg 1996; Muthen and Kaplan 
1992), we concluded that our model acceptably fits the data. 
Figure 2 shows the resulting parameter estimates. 

The results confirm the positive relationship between 
customer-related and competitor-related responsiveness and 
performance. In this context, each of the two types of 
responsiveness has a positive impact on market perfor- 
mance in a model in which we control for the other type of 
responsiveness. The parameter estimates further show that 
both types of responsiveness are affected by both types of 
organizational systems (i.e., the affective and the cognitive 
system); all four corresponding parameter estimates (үү, 
12, Үз, д) аге positive and highly significant. 

The magnitude of these path coefficients provides initial 
support for our hypotheses regarding the relative impor- 
tance of the cognitive and the affective system. In the con- 
text of customer-related responsiveness, the effect of the 
affective system (ү) = .55, р < .01) is stronger than the 


FIGURE 2 
Results of Model Estimation 
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effect of the cognitive system (ү = .29, р < .01). Con- 
versely, as H suggests, in the context of competitor-related 
responsiveness, the effect of the cognitive system (53 = .56, 
р « .01) is much stronger than the effect of the affective sys- 
tem (ура = .24, p< .01). 

To provide a sound statistical test of Hı and Но, we con- 
ducted chi-square difference tests to test whether both 
effects differ in their strength. First, we tested Hj. We con- 
strained the two (unstandardized) path coefficients under 
consideration (1.е., 711 and үә) to be equal. The new, 
restricted model is nested in the original model (which is 
not subject to this restriction). Therefore the chi-square dif- 
ference test can be used to compare these two models 
(Bollen 1989). The null hypothesis in this test is that the 
two models do not differ in terms of fit with the data. If this 
null hypothesis is not rejected, there is no statistically sound 
support for differences between the two effects. However, if 
the null hypothesis is rejected, this indicates that the magni- 
tudes of the effects differ significantly, in support of Hy. 

" Because the restricted model contains one parameter fewer 
than the nonrestricted model, the chi-square difference test 
is based on one degree of freedom. The critical value on the 
.05 level is 3.84. 

With regard to Ну, the null hypothesis is rejected 
(Х24 = 20.39, р < .01). This finding (together with the 
observation that the standardized parameter estimate for the 
effect of the affective system is stronger than the one for the 
cognitive system; see Figure 2) supports H,; customer- 
related responsiveness is more strongly influenced by the 
customer orientation of the affective system than by the 
customer orientation of the cognitive system. 

Second, we tested Н» in a similar manner. Again, the 
chi-square difference between the constrained (i.e., уз = 
а) and the unconstrained (x2 i¢ = 6.65) models was sig- 
nificant (р < .01). Thus, the data also support Hp. 
Competitor-related responsiveness is more strongly influ- 
enced by the competitor orientation of the cognitive organi- 
zational system than by the competitor orientation of the 
affective organizational system. 


Stability Tests 


Because the correlations between the exogenous variables 
in our model are comparatively high, there is a risk that our 
result may not be stable to small changes in the data (Cohen 
et al. 2003, p. 419). Therefore, we reanalyzed our model 
with 50 data sets, in which 5% of the cases had been 
removed randomly. The results from the stability tests 
strongly suggest that the correlations between the exoge- 
nous variables do not compromise the validity of our 
results. For all 50 data sets, the pattern of results is consis- 
tent with our hypotheses. In addition, mean values (across 
the 50 samples) of the standardized parameter estimates for 
the y coefficients are identical to those obtained in our main 
analysis, while their standard deviations are small (with val- 
ues ranging from .03 to .05). 


Results Related to Moderating Effects 


We relied on multiple group structural equation modeling to 
test H4—Hg. Consequently, for every hypothesis predicting a 
moderating effect, several successive steps were required, 


28 / Journal of Marketing, July 2007 


which we outline for tests of moderating effects with regard 
to customer-related responsiveness. We adopted a similar 
approach to test moderator hypotheses with regard to 
competitor-related responsiveness. 

We first conducted a median split of our sample along 
the values of the moderator variable to create two subsam- 
ples, one with low values of the moderator and the other 
with high values of the moderator. We then analyzed the 
model implied by our theoretical framework simultaneously 
in both subsamples using LISREL. Because all moderator 
hypotheses predict changes in the relative importance of the 
cognitive system as a driver of responsiveness, we then 
computed the relative importance IMP, , of the customer 
orientation of the cognitive system for customer-related 
responsiveness in both subsamples (g = 1 refers to the sub- 
sample in which the value of the moderator is low, and g = 
2 refers to the subsample in which the value of the modera- 
tor is high). Using the respective LISREL parameter esti- 
mates, we defined IMP, , as the ratio of the effect of the 
cognitive system to the sum of the effects of the cognitive 
бе. Ygi1) and affective (i.e., 1,12) system. Stated formally, 


а) IMP, = и 100%, 
+ 
Yeu + Ygi2 


To test statistically whether the relative importance of 
the cognitive system as a driver of responsiveness differs 
between both subsamples, we again relied on chi-square 
difference tests. Therefore, we reran the LISREL analysis 
with a constraint that forced ПМР,» to be equal across 
both subsamples. If the difference between the chi-square 
goodness-of-fit statistics from both analyses was signifi- 
cant, we inferred that the relative importance of the cogni- 
tive system was different in both populations. Because con- 
straining IMP,,,, to be equal across both groups is 
associated with the gain of one degree of freedom, the criti- 
cal value for the chi-square difference test on the .05 level is 
again 3.84. 

Table 3 summarizes the results we obtained following 
the previously outlined procedure. We now discuss the 
results related to each moderator variable. 

As Нз predicted, the relative importance of the competi- 
tor orientation of the cognitive system for competitor- 
related responsiveness is lower when competitive intensity 
is high (IMPoog.2 = 48%) than when it is low (ІМР,„ = 
67%). However, the chi-square difference test reveals that 
this difference is significant only at the .1 level.2 Thus, Нз is 
only partially supported. 

Regarding На, the customer orientation of the cognitive 
system has almost no effect on customer-related responsive- 
ness when the market share of the firm is high, leading to a 
low relative importance of the cognitive system (IMP, 2 = 
0%). As Hy predicted, IMP;,, „ is considerably higher when 
market share is low (МР „ү = 54%). The corresponding 


2Because our analysis of moderating effects with LISREL 
multigroup analysis is based on the dichotomization of the moder- 
ator variable, it may be associated with a reduced level of statisti- 
cal power (Irwin and McClelland 2001), which could also serve as 
explanation for why we do not find support for Нз. 
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chi-square difference is also highly significant (X2gg = 
13.86, р < .01). Thus, our data fully support На. 

Likewise, our data support Hs. The relative importance 
of the competitor orientation of the cognitive system as a 
driver of competitor-related responsiveness is lower when 
market share is high (IMP, = 39%) than when it is low 
ЯМР, 5 1 = 88%). Consistent with this discrepancy, the chi- 
square difference is highly significant (2л = 13.20, р < 
01). | 

Hg predicted that the relative importance of the com- 
petitor orientation of the cognitive system as a driver of 
competitor-related responsiveness would be higher when 
ease of market entry is high. Our results fully support this 
hypothesis. The relative importance of the cognitive system 
is considerably higher when ease of entry is high 
(MP,, 2 = 86%) than when it is low (ПМР, у = 5496). The 
corresponding chi-square difference is also highly signifi- 
cant (X2gg = 9.35, р < .01). 


Discussion 


Research Issues 


Despite the undisputed importance of a firm’s responsive- 
ness to customers and competitors, studies on organiza- 
tional antecedents to responsiveness are scarce. Moreover, 
previous research has neglected the issue of whether the dif- 
ferent antecedents affect customer-related responsiveness 
and competitor-related responsiveness with equal strength. 
Our study addresses these issues by analyzing both types of 
responsiveness and their organizational antecedents in an 
integrative model. We believe that the design of our study 
and the findings from the empirical analysis advance acade- 
mic knowledge in several ways. 

First, our study introduces the concept of an organiza- 
tion’s affective and cognitive systems as drivers of organiza- 
tional behavior. This conceptualization parallels the distinc- 
tion between affect and cognition as driving forces of 
individual behavior. The relevance of this distinction is 
emphasized by the finding that the two systems differ in 
their impacts on organizational behavior (in our case, 
responsiveness to customers and competitors). Thus, we 
believe that this distinction might be fruitfully applied to 
other domains of marketing research that capture organiza- 
tional phenomena, such as research on organizational buy- 
ing behavior, companies’ CRM, and the implementation of 
marketing strategy. 

Second, our study develops a theoretical logic that deci- 
sions about customer-related activities are typically made in 
a different environment than decisions about competitor- 
related activities (the degree of social interaction with the 
outside party is one distinguishing factor). On the basis of 
this reasoning, we show that the affective organizational 
system is more important in driving responsiveness to cus- 
tomers, whereas the cognitive organizational system is 
' more important in driving responsiveness to competitors. 
These findings have implications for research on market 
orientation. We suggest that research in this field should 
examine customer and competitor orientation separately 
rather than focusing on an aggregate construct of market 
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orientation. This suggestion is supported through findings 
from a limited number of studies that make this distinction 
and reveal differential effects of customer and competitor 
orientation (e.g., Han, Kim, and Srivastava 1998; Im and 
Workman 2004). It is also in line with Noble, Sinha, and 
Kumar's (2002, р. 36) observation that the “focus on holis- 
tic measures may explain some of the problems and incon- 
sistencies encountered in prior empirical market orientation 
research.” 

Third, our results show that the relative importance of 
the affective and cognitive organizational systems as drivers 
of responsiveness to customers and competitors is strongly 
influenced by market characteristics. More specifically, we 
find that in firms with a strong market position (e.g., with a 
high market share or in markets with strong entry barriers 
for new competitors), the affective system becomes much 
more important as a driver of the business unit’s ability to 
respond quickly to new market-related developments. We 
believe that this result can be of great interest for 
researchers in the field of market-related organizational 
learning because it hints at dysfunctional consequences of 
previous success. 

Finally, our study illustrates that investigating the rela- 
tive importance of different antecedents that drive the phe- 
nomena under consideration can yield insights into the links 
between constructs of interest. Research exploring the rela- 
tive importance of different drivers of behavior is not 
uncommon in other research fields, such as research on 
organizational behavior (Johnson and LeBreton 2004). 
However, most empirical studies in marketing focus on 
hypothesizing the mere existence of relationships between 
independent and dependent variables and do not predict dif- 
ferences in effect sizes between competing predictors. Con- 
sequently, existing knowledge on the relative importance of 
predictors such as organizational subsystems, product 
attributes, or different attitudes is usually based on inter- 
preting results from statistical analysis and is rarely backed 
by theory. We believe that studies in other domains of mar- 
keting research could also benefit from theoretically 
explaining different patterns of importance. 

Four limitations of our study need to be mentioned. 
They also provide avenues for further research. First, 
although our study analyzes the effect of market factors on 
the relative importance of the affective and cognitive system 
as drivers of responsiveness, it does not consider other 
potential moderators, such as product-related factors or the 
type of industry (service versus manufacturing). 

Second, our research focuses on only a subset of possi- 
ble internal antecedents of responsiveness to customers and 
competitors. Although the orientation of the two subsys- 
tems included in our design explains approximately 60% of 
the variance of responsiveness, further research could 
include other variables, such as the organizational structure. 

Third, our model is specified in such a way that the cog- 
nitive and the affective organizational systems are allowed 
to correlate freely. However, it does not investigate causal 
links between these constructs, because it is difficult to 
establish which system has causal priority. Indeed, some 
models of cultural change in organizations view the rela- 
tionship between information processing and organizational 


culture as circular (e.g., Hatch 1993). Further research 
could explore the relationship between the cognitive and the 
affective system in greater detail. Given the possibly com- 
plex interrelationships between these two concepts, we sug- 
gest a dynamic study to analyze these issues. 

Fourth, we find a comparatively high correlation 
between customer orientation and competitor orientation of 
the cognitive system (r = .67). Thus, the cognitive system of 
some firms may be highly attuned to the external environ- 
ment in general (customers and competitors). Further 
research could explore whether both constructs are causally 
linked (e.g., in-depth knowledge of customers could be 
associated with better knowledge of competitors’ actions). 


Managerial Implications 


A finding with managerial relevance is that customer- 
related and competitor-related responsiveness both affect 
market performance. Thus, managers should strive for 
responsiveness to both groups in the environment and not 
neglect either type of responsiveness. We believe that this 
finding is important because many firms seem to have 
established an extreme focus on responsiveness to cus- 
tomers, which may decrease their attention to competitive 
moves. 

Another important implication for managers is that the 
two types of responsiveness depend on different major dri- 
ving forces; that is, customer-related responsiveness is more 
strongly driven by the affective organizational system, 
whereas competitor-related responsiveness depends more 
on the cognitive organizational system. This finding pro- 
vides guidance for managers on how to increase their orga- 
nization’s responsiveness. Because change processes typi- 
cally demand a high investment of resources, managers can 
avoid a significant misallocation of resources by focusing 


on changes in that system that is more effective in driving 
responsiveness. 

Competitor-related responsiveness is most effectively 
achieved by designing the process of generating, disseminat- 
ing, analyzing, and storing competitor-related information. 
Thus, firms should focus on their competitive intelligence 
processes to increase competitor-related responsiveness. 
Designing a firm’s electronic information systems (e.g., the 
intranet) is typically of crucial importance in this context. 
Conversely, our results show that customer-related respon- 
siveness depends more strongly on the customer orientation 
of values, beliefs, and norms. Thus, to increase customer- 
related responsiveness, managers should focus more 
strongly on “symbolic management” (i.e., the shaping of 
the organizational culture through rituals, stories, and the 
exemplification of the cultural values in their behavior). 

Our findings also inform managers that they should 
adopt a long-term orientation when enhancing customer- 
related responsiveness because changing an organization’s 
culture is typically a long-term initiative (Schein 1992). 
Conversely, competitor-related responsiveness might be 
enhanced more quickly by improving organizational infor- 
mation processing. 

A final important managerial implication of our study is 
that in firms with a strong market position (characterized by 
a high market share and/or effective entry barriers for new 
competitors), the importance of the affective organizational 
system as a driver of responsiveness rises. As a result of 
prior success, organizational members may develop a false 
sense of security, which may hinder them from adequately 
reacting to information that is possibly uncomfortable. 
Under these circumstances, it is important that managers 
instill a culturally based sense of urgency regarding new 
customer-related and competitor-related developments into 
their organization. 


APPENDIX 
Scale Items for Construct Measurement 


Construct Name Items M 


Customer (competitor) 4.56 
(4.14) (1.15) 


orientation of the 

cognitive organizational eCustomer (competitor) 
system (indicators are — orientation of Information 
item means from the four generation 
Information-processing 
constructs) «Customer (competitor) 
orientation of information 
dissemination 


«Customer (competitor) 
orientation of Information 
analysis 


eCustomer (competitor) 
orientation of information 
storage 


Coefficient Composite Factor Нет 
$0 a Rellability Loading Reliability 
1.09 .85 (.88) .85 (.88) 

7З (.77) .54 (.60) 
.78 (.77) .61 (.60) 
.79 (.85) .63 (.71) 
.76 (.83) .58 (.68) 
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APPENDIX 


Coefficient Composite 


Continued 

Construct Name Items M SD a 

Customer (competitor) 4.66 1.28 .83 (.85) 
orientation of Information (4.44) (1.23) 
generation (seven-point 
rating scale anchored by «We systematically and 
"strongly disagree" [1] ^ constantly gather 
and "strongly agree" [7] information about our 

customers (competitors).” 

We collect information 
about customers 
(competitors) п a 
comprehensive and 
holistic way.” 

“We systematically and 
constantly keep track of the 
behavior of our customers 
(competitors).” 

Customer (competitor) 4.31 1.32 .78 (.80) 
orientation of information (3.97) (1.33) 
dissemination (seven- _ «Our personnel spends a 
point rating scale fair amount of time to 
anchored by "strongly exchange newest 
disagree" [1] and customer- (competitor-) 

"strongly agree" [7]) related developments with 
other functional 
departments." 

Wo regularly circulate 
documents (e.g., reports, 
newsletters) that provide 
relevant information on 
customers (competitors) 

Members of all 
hierarchical levels in our 
business unit regularly 
receive informatlon about 
the newest customer- 
related (competitor-related) 
developments." 

Customer (competitor) 4.51 1.30 .82 (.84) 
orlentation of informatlon (4.14) (1.36) 


analysis (seven-point — "We systematically and 
rating scale anchored regularly analyze 

by "strongly disagree” information about 

[and "strongly agree" customers (competitors)" 


«Оиг top managers 
perlodically analyze and 
Interpret the gathered 
information on customers 


(competitors)" 


Members of different 
departments regularly meet 
to analyze customer- 
(competitor-) related 
changes? 
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Rellabllity 
.84 (.86) 


78 (.80) 


82 (.84) 


Factor 
Loading 


78 (.81) 


.85 (.90) 


75 (.73) 


7З (.73) 


75 (.80) 


73 (.74) 


75 (77) 


74 (.81) 
.83 (.82) 


Item 
Rellablitity 


61 (.65) 


.72 (.80) 


56 (.53) 


.53 (.54) 


57 (.64) 


53 (.54) 


57 (.59) 


54 (.66) 
70 (.68) 





Construct Name 


Customer (competitor) 

orientation of information 

storage (seven-point • Ме regularly and 

rating scale anchored by systematically store and 

“strongly disagree” [1] update Information about 

and “strongly agree" [7]) our customers 
(competitors) In the 
corresponding information 
systems (e.g., databases, 
expert systems, Intranet)" 


*"We regularly and 
systematically store and 
update information about 
our customers 
(competitors) in 
corresponding documents 
(е.д., presentations, 
reports, newsletters)" 


*"Our personnel store all 
relevant information about 
our customers 
(competitors).” 


“Members of all 
hierarchical levels have 
access to the available 
Information about 
customers (competitors) 


Customer (competitor) 
orientation of the affective 
organizational system 
(seven-point rating scale 
anchored by “strongly ` 
disagree" [1] and 
"strongly agree" [7]) 


*"We are aware that 
customers (competitors) 
are important factors that 
influence the success of 
our company.” 


*"We emphasize customer- 


(competitor-) related 
activities and success.” 


e"We have a customer- 
(competitor-) orlented 
culture.” 


*"Our customers 
(competitors) are a focal 
point of our activities" 


*"We have a strategy that is 


based on the 
understanding of 
customers (competitors) " 


APPENDIX 
Continued 


Coefficient Composite Factor 
M $0 a Reliability Loading 


4.78 1.36  .80(83)  .81 (.84) 
(4.00) (1.45) 


77 (.86) 


79 (.86) 


74 (.68) 


.56 (.60) 


5.02  .90 


(4.66) (1.05) .91(.89) .91(.89) 


69 (.68) 


71 (72) 


84 (.82) 


86 (.81) 


77 (.79) 


Item 
Rellabllity 


60 (.74) 


63 (.73) 


55 (.46) 


31 (.36) 


48 (.44) 


.50 (.52) 


71 (.67) 


.75 (.65) 
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APPENDIX 
Continued 


Construct Name Items 


*"We have realized that 
customer needs are 
constantly evolving and 
that It is necessary to be 
Informed about trends and 
customer demands. (We 
have realized that 
competitors’ activities 
change the market 
environment and that it Is 
necessary to be informed 
about latest shifts In the 
competitive environment).” 


*^We intend to constantly 
keep track of the activities 
of our customers 
(competitors).” 


Customer- (competitor-) 

related responsiveness 

(seven-polnt rating scale «е respond rapidly If 
anchored by “strongly something important 
disagree” [1] and happens with regard to our 
"strongly agree” [7]) customers (competitors). 


“We quickly implement our 
planned activities with 
regard to customers 
(competitors).” 


*'|f our customer-related 
(competitor-related) 
activities do not lead to 
the desired effects, we are 
fast at changing them,” 


We quickly react to 
fundamental changes with 
regard to our customers 
(competitors) 


Market performance 
(seven-point rating 
scale anchored by 


“In the last three years 
relative to your 
competitors, how has 


“clearly worse” [1], your business unit 
“competition level” [4], performed with respect to: 
and "clearly better" [7]) 


eAchieving the desired profit 
and revenue level? 


eAchieving the desired 
growth? 


*Achieving/securing the 
desired market share?” 
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5.35 


(4.62) (1.22) 


4.87 


SD 


97 


1.16 


Coefficient Composite 


а Rellability 
.88 (.92) .88 (.92) 
90 90 


Factor 
Loading 


77 (.67) 


‚74 (.69) 


74 (.83) 


73 (.85) 


90 (.87) 


97 


81 


Item 
Rellability 


.59 (.45) 


.54 (.69) 


69 (.76) 


67 


‚66 


Construct Name 


Financial performance 
(seven-polnt rating 
scale anchored by 
“clearly worse” [1], 
“industry level” [4], and 
“clearly better" [7]) 


Competitive intensity 
(seven-point rating 
scale anchored by 
"strongly disagree" [1] 
and "strongly agree" [7]) 


Market share (ten-point 
rating scale: 1 = 
<5%, 2 = 596—996, 
3 = 10%—14%, 

4 = 15%—19%, 

5 = 20%-24%, 

6 = 25%-29%, 

7 = 30%—39%, 

8 = 40%—49%, 

9 = 50%–59%, and 
10 = >60% 


Ease of market entry 


items 


"Over the last three years 


relative to industry 
average, how has your 
business unit performed 
with respect to retum on 
sales?" 


“Competition in our 


industry Is cutthroat” 


“Our competitors are 


relatively strong.” 


*"Intensive competitor- 


related actlvitles (e.g., 
intensive competition via 
price or product) are a 
hallmark of our Industry.” 


“Over the last three years, 


how large was the 
average market share of 


your business unit in your 


most important market?” 


(seven-point rating scale “The likelihood of a new 


anchored by “strongly 
disagree” [1] and 
“strongly agree" [7]) 


Business unit size (seven- ` 


point rating scale: 1 = 
«200, 2 = 200-499, 3 = 


competitor Бета able to 
establish a strong 


APPENDIX 


Coefficient Composite Factor 
Rellability Loading 


Continued 
M SD а, 
4.50 1.25 — 
5.75 .89 70 
5.04 2.76 —а 


2.06 


competitive position In the 


market within a short 
span of time is high.’ 


«Ном many employees 


work in your business 


500-999, 4 = 1000-2499, unit?” 


5 = 2500-4999, 6 = 
5000—10,000, and 7 = 
>10,000) 


Business unit size 


(eight-point rating scale: 


eHow large were last 


year's revenues of your 


1 = «$25 milllon, 2 2 $25 business unit?" 


million—$49 million, З = 
$50 million—$99 million, 
4 = $100 milllon-$199 


milllon, 5 = $200 million— 


$499 million, 6 = $500 


milllon—$999 million, 7 = 


$1,000 mlllion-$2,000, 


and 8 = >$2,000 тШоп) 


2.84 


1.11 —а 


ZB 
—а 
73 
.88 
.60 
57 
—а 
—а 
=a 
—а 
77 
‚615 
„956 


item 
Rellabllity 


.37 


.В95 


aThe construct Is measured with опе пет. Coefficient alpha, composite reliability, factor loading, and Нет reliability cannot be computed 
bThe construct is measured with two items. Because a separate measurement model is not identified, measurement information is taken from 


the structural model. 
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Timothy L. Keiningham, Bruce Cooil, Tor Wallin Andreassen, & Lerzan Aksoy 


A Longitudinal Examination of Net 
Promoter and Firm Revenue Growth 


Managers have widely embraced and adopted the Net Promoter metric, which noted loyalty consultant Frederick 
Reichheld advocates as the single most reliable Indicator of firm growth compared with other loyalty metrics, such 
as customer satisfaction and retention. Recently, however, there has been considerable debate about whether this 
metric is truly superior. This article (1) employs longitudinal data from 21 firms and 15,500-plus interviews from the 
Norwegian Customer Satisfaction Barometer to replicate the analyses used in Net Promoter research and (2) 
compares Reichheld and colleagues’ findings with the American Customer Satisfaction Index. Using industries 
Reichheld cites as exemplars of Net Promoter, the research fails to replicate his assertions regarding the “clear 
superiority” of Net Promoter compared with other measures In those industries. 


held introduced a new loyalty metric, Net Promoter.! 

Reichheld states that compared with other survey-based 
questions asked of customers, the Net Promoter score “is 
the best predictor of growth” (Reichheld 2006d) and further 
asserts that it is “the one number you need to grow” (Reich- 
held 2003, p. 54). 

Although the appropriateness of this particular word-of- 
mouth metric has sparked considerable debate (Grisaffe 
2004; Keiningham et al. 2005, pp. 98-101; Marketing Week 
2006), BusinessWeek wryly notes, “аз academics debate the 
details, managers are putting the [Net Promoter] scores into 
practice” (McGregor 2006, p. 94). Indeed, executives from 
some of the world’s most prestigious firms have whole- 
heartedly adopted Net Promoter as the gauge of their firms’ 
efforts to improve customer loyalty. As a recent cover story 
in Advertising Age reports (Creamer 2006, p. 1), 


[: December 2003, noted loyalty consultant Fred Reich- 


Less than three years after its inception, one of the most 
provocative marketing ideas since “The Tipping Point” is, 
well, hitting a tipping point. [General Electric], American 
Express, and Microsoft have all adopted the metric.... The 
so-called Net Promoter Score is even being reported to 
investors. 


INet Promoter is a metric derived from survey responses to a 
recommend likelihood question. Respondents who provide a rat- 
ing of 9-10 are classified as “promoters”; respondents who pro- 
vide a rating of 6 or lower are classified as “detractors.” Net Pro- 
moter is calculated by subtracting the proportion of a firm's 
detractors from its proportion of promoters (1.e., Net Promoter = 
promoters — detractors). 
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It would be difficult to overstate the impact of Net Pro- 
moter on management. The following quotations from 
senior corporate executives offer a glimpse of the impor- 
tance they place on this metric: 


The last step is how we measure success, and this is some- 
thing we've taken across the company called Net Pro- 
moter Score.... We're doing it in commercial finance, 
consumer finance, healthcare, NBCU, every business.... 
[Dts not just a kind of a metric for the sake of having a 
metric. It gets embedded into the culture in terms of how 
we interface with customers. (Jeffrey Immelt [2005], 
chairman and chief executive officer, General Electric) 


We will focus our organization on what we call Net Pro- 
moter score, which goes much beyond the pure customer 
satisfaction index. (René Obermann [2005], chief execu- 
tive officer, T-Mobile International AG) 


So what’s driving growth?... [W]e measure the customer 
experience using a system called Net Promoter. The 
higher the score, the more customers are delighted with 
the product and service experience and would recommend 
it to a friend.... [I]t'S all about Net Promoter. (Steve Ben- 
nett [2005], president and chief executive officer, Intuit) 


The average U.S. company has net promoter scores of 
between 5 and 10. We, on very early reads, believe that we 
have scores sort of in the 40-45 range, which certainly 
would be a point that [is] quite acceptable. (Glenn Ren- 
wick [2006], president and chief executive officer, The 
Progressive Corporation) 


There's a book that has really impressed me by Fred 
Reichheld ... called The Ultimate Question that seems 
quite plausible. And it's that you count your net promot- 
ers. (David Chidester [2006], senior vice president of 
finance, Overstock.com) 


All companies should ask their customers what Fred 
[Reichheld] calls "the ultimate question." (Ken Chenault 
[quoted in Reichheld 2006c], chairman and chief execu- 
tive officer, American Express) 


As these executives' statements show, the Net Promoter 
metric has been adopted by some of the world's most well- 
respected firms. Jack Welch, the former chairman of Gen- 
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eral Electric, in an article he coauthored titled “Dialing for 
Growth,” called Net Promoter an “up-and-coming manage- 
ment concept” (Welch and Welch 2006). A notable example 
of its acceptance is Harvard Business Online, which now 
surveys its customers by asking only two questions: 


1. How likely are you to recommend Harvard Business Online 
to a friend or colleague? (0 = “not at all likely,” and 10 = 
“extremely likely”), and 

2. What is your primary reason for your rating in Question 1? 


The foundation of the widespread adoption of Net Pro- 
moter lies in its underlying research. For example, an article 
on Paul Stobart, managing director of the software firm 
Sage (U.K.) Limited, notes (Cree 2005, p. 51): 

By way of explanation, [Stobart] launches into a lengthy 

exposition on Reichheld’s Net Promoter Primer (NPP) 

theory, complete with diagrams. The lesson is long, but 
the theory is simple—if more people are champions for 
your service or product than are neutral or detractors of it, 
your company will grow, and vice versa. It’s backed up by 

Reichheld’s research among 4000 companies, which 

showed it to be 100 percent accurate in determining 

whether a company grew or shrank. 


To date, however, the evidence regarding the relation- 
ship between the Net Promoter metric and firm revenue 
growth (the linkage reported in Reichheld [2003] and Sat- 
шешх [2004]) has not been subjected to rigorous scientific 
scrutiny and peer review. Indeed, no researchers have 
attempted to replicate the research methodology. 

The only longitudinal analysis attempting to examine 
the relationship between Net Promoter and business out- 
comes is that of Morgan and Rego (2006), who use data 
collected for the American Customer Satisfaction Index 
(ACSI). Unfortunately, the data used and the calculation 
itself differ substantially from that which Reichheld (2003) 
and Satmetrix (2004) advocate and test. Furthermore, Mor- 
gan and Rego appear to have significantly misunderstood 
the data fields from which they calculated Net Promoter 
(Keiningham et al. 2007). As a result, Net Promoter was not 
actually examined. Therefore, conclusions regarding the 
effectiveness of Net Promoter on business performance can- 
not be accurately made from that study. 

The current research fills this void by providing the first 
cross-industry, longitudinal examination of the association 
between Net Promoter and firm revenue growth, and it 
attempts to replicate Reichheld’s (2003, 2006c) and Sat- 
metrix's (2004) methodology. The data we used to investi- 
gate the proposed relationships consist of 21 firms tracked 
by the Norwegian Customer Satisfaction Barometer 
(NCSB), representing 15,500-plus customer interviews; 
periods for the firms under investigation ranged from two to 
four years. In addition, we replicated and tested a subset of 
Reichheld's (2006c) data. 


Theoretical Background 


Word of Mouth 

There is a great deal of anecdotal evidence that word of 
mouth can play a significant role in a firm's sales and mar- 
keting efforts. For example, the success of Anita Diamant's 
novel The Red Tent (English 2000) and the movie The Blair 


40 / Journal of Marketing, July 2007 


Witch Project (Quinn 1999) are widely attributed to word- 
of-mouth campaigns. 

Although a positive relationship between word of mouth 
and sales is usually presumed, early research shows that the 
linkage may be more complex. In a study of the effect of 
word of mouth on television viewing, Godes and Mayzlin 
(2004a, p. 558) "could not find a consistent relationship 
between the volume of [word of mouth] and future televi- 
sion ratings." In addition, in a study of a national U.S. 
retailer, Godes and Mayzlin (2004b) find that the expected 
additional sales resulting from the word-of-mouth activities 
of loyal customers did not create anticipated additional 
sales (though word of mouth from nonioyal customers 
resulted in increased sales; sea also Yu 2005). 

The general consensus is that word of mouth can have a 
major impact on consumers' responses to a product (Arndt 
1967; Danaher and Rust 1996; Herr, Kardes, and Kim 1991; 
Wangenheim and Bayón 2004). For example, Rust, Zeit- 
haml, and Lemon (2000, p. 46) observe that “the effect [of 
word of mouth] is notoriously hard to measure, but it is fre- 
quently significantly large." 

To date, only a small number of researchers have pro- 
posed methods for calculating the value of word-of-mouth 
referrals (Helm 2006; Hogan, Lemon, and Libai 2004; Wan- 
genheim and Bayón 2004). Furthermore, there is no peer- 
reviewed research that longitudinally examines the relation- 
ship between word-of-mouth activity and firm-level 
financial outcomes (e.g., revenue, profits) across multiple 
industries. This has caused some eminent researchers 
(Danaher and Rust 1996; Godes and Mayzlin 2004b; Zeit- 
haml 2000) to call for additional research into this 
relationship. 


Net Promoter 


Most managers became aware of Net Promoter after the 
release of a 2003 Harvard Business Review article titled 
“The One Number You Need to Grow.” The overarching 
message of the article is that measurement of customer sat- 
isfaction and customer retention does not help firms achieve 
growth; instead, word of mouth is the metric that is linked 
to growth. However, the word-of-mouth metric must be 
designed in a particular way to calculate a Net Promoter 
score (Reichheld 2003; Word of Mouth Marketing Associa- 
tion [WOMMA] 2005). First, survey respondents are asked 
to rate their likelihood of recommending a company. Sec- 
ond, the proportion of respondents rating the firm a 6 or less 
(called “detractors”) is subtracted from the proportion of 
respondents rating the firm a 9 or 10 (called “promoters”); 
this difference represents a firm’s Net Promoter score. 

The article cites research conducted by the firm Sat- 
metrix (in conjunction with Bain & Company and Reich- 
held) beginning in 2001 on “more than 400 companies in 
more than a dozen industries” as evidence of the superior 
power of this metric in predicting growth relative to other 
survey questions (Reichheld 2003, p. 51). Satmetrix (2004) 
subsequently provided additional detail on the analysis. 
Although data from customers of 400-plus companies were 
collected, inclusion in the actual analysis was limited to 
firms that met specific criteria. As a result, “over 50 compa- 
nies were included across a dozen targeted industries” (Sat- 


metrix 2004). Satmetrix describes the analysis and results 
as follows: “Correlations were computed tying ... Net Pro- 
moter to each company’s revenue growth rate for each tar- 
geted industry. [Thirty-three] correlation coefficients were 
then examined in terms of their absolute magnitude and 
level of significance to determine whether either of the two 
types of loyalty percentages links to corporate financial 
growth.” 

Several highly visible publications have appeared 
regarding Net Promoter, including an article in MIT Sloan 
Management Review (Reichheld 2006a) and a Wall Street 
Journal (2006) number-one best-selling business book, The 
Ultimate Question (Reichheld 2006c). In addition, numer- 
ous trade journal articles have featured Net Promoter (e.g., 
McGregor 2006; Morris 2006). 

The primary message is that Net Promoter is the “single 
most reliable indicator of a company’s ability to grow” 
(Netpromoter.com 2006). Furthermore, it is reported that 
Net Promoter “yields slightly less accurate predictions for 
the behavior of individual customers, but a far more accu- 
rate estimate of growth for the entire business” than models 
consisting of data from multiple survey items to predict 
firm growth (Reichheld 2006b). 

The rates of growth attributed to changes in Net Pro- 
moter scores are impressive. Net Promoter leaders are said 
to “outgrow their competitors in most industries by an aver- 
age of 2.5 times” (Fry 2006). It is also reported that a 12- 
point increase in Net Promoter scores leads to a doubling of 
a company's growth rate on average (Marketing Week 2006; 
Reichheld 2006c, p. 43). 

Thus far, however, there are only two non-Reichheld/ 
Satmetrix studies of which we are aware that have been 
designed specifically to test the predictive capability of the 
Net Promoter metric. One study was conducted by The Lis- 
tening Company in conjunction with the London School of 
Economics (Marsden, Samson, and Upton 2005a, b). This 
study examines the relationship between Net Promoter lev- 
els collected in 2005 and compares them with firm growth 
rates for 2003—2004. The study reports a Pearson correla- 
tion of .484 when examining the relationship across the 
entire data set. Marsden, Samson, and Upton (2005a, p. 5) 
also report "a 7-point increase in the net promoter score 
correlated with a 196 increase in growth (1-point increase — 
.14796 more growth)" However, this study (1) relied on 
cross-sectional Net Promoter data and (2) linked Net Pro- 
moter to prior period revenue growth rates. 

Morgan and Rego (2006) examine the longitudinal 
impact of various customer satisfaction and loyalty metrics 
in predicting business performance. They labeled one such 
metric “Net Promoter" and found that their calculation had 
no predictive value. As we noted previously, however, the 
data used and the calculation itself differ substantially from 
that which Reichheld (2003) and Satmetrix (2004) advocate 
and test. Furthermore, it appears that Morgan and Rego 
misunderstood the data fields from which they calculated 
Net Promoter (Keiningham et al. 2007). As a result, they do 
not actually examine Net Promoter. Therefore, conclusions 
regarding the effectiveness of the Net Promoter metric 
advocated by Reichheld (2003) on business performance 
cannot be made from Morgan and Rego's study. 


Research Objectives 


The purpose of this study is to examine the research and 
findings regarding Net Promoter (Reichheld 2003; Sat- 
metrix 2004). In particular, we attempt to replicate these 
findings using a methodology that corresponds to that 
which Reichheld (2003, 2006c) and Satmetrix (2004) use. 
To date, no longitudinal, peer-reviewed, cross-industry 
examinations have been conducted on this specific Net Pro- 
moter metric. Therefore, rather than establish a set of 
theory-based hypotheses, as is common in most scientific 
investigations, we test the overarching claim regarding Net 
Promoter—namely, that Net Promoter is the “single most 
reliable indicator of a company’s ability to grow” (Netpro- 
moter.com 2006). 


Methodology 


Data Collection and Measurement 


The NCSB provided data on intention to recommend, over- 
all satisfaction, and repurchase intentions. In addition, it 
provided an NCSB satisfaction index зсоге.2 

The NCSB was created in 1994-1995 to uncover the 
degree of satisfaction with various services by interviewing 
defined companies’ existing customers. The companies 
included in the NCSB are all major competitors in a wide 
variety of service industries that are important to house- 
holds. The companies surveyed in each industry are the 
firms with the largest market share. Cumulative shares are 


- approximately 70%. 


The NCSB is based on findings from a national proba- 
bility sample of households, in which there are approxi- 
mately 16,000 completed telephone interviews pertaining to 
the measured companies. For the companies included in the 
study, interviews were conducted with 100-200 of their 
existing customers. To be eligible for an interview, a 
prospective respondent must qualify as the purchaser of 
specific services within defined periods. Thus, the defini- 
tion of “customer” in the NCSB is an individual chosen ran- 
domly from a large universe of potential buyers who qualify 
by recent experience as the purchaser or consumer of one 
service of one specific company that supplies household 
consumers in Norway. 

Unlike most data collection procedures for customer 
satisfaction, the NCSB identifies customers from the uni- 
verse of purchasers and then identifies the company from 
which the customer purchased or consumed rather than 
starting from an identified company and its lists of cus- 
tomers. If a respondent qualified as a recent purchaser or 
consumer of a service, he or she was asked if this service 
came from the list of the companies being measured. If not, 
the interview was terminated. Each respondent was inter- 
viewed for only one service. 

The NCSB, with some adjustments, is based on For- 
nell’s work in Sweden and the United States. The theoreti- 
cal foundation for these barometers is documented in the 


2Jt our understanding that similar data from the ACSI are not 
available; a question about intention to recommend similar to that 
which Reichheld advocates has only recently been asked of a sub- 
set of firms tracked. 
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work of Johnson and Fornell (1991), Fornell (1992), Fornell 
and Johnson (1993), and Fornell and colleagues (1996). For 
an update on the development of national satisfaction index 
models, see Johnson and colleagues (2001). 

A subset of firms studied in the NCSB was asked ques- 
tions about (1) intention to recommend, (2) overall satisfac- 
tion, and (3) repurchase intention. We included only firms 
for which respondents were asked these three questions for 
two or more consecutive years and for which firm revenue 
data could be obtained in the analysis. In total, 21 firms 
(representing 15,500-plus customer interviews) met these 
criteria. 

We derived a Net Promoter score on the basis of 
responses to the question, “How likely or unlikely is it that 
you would recommend [Company x] if a friend or business 
relation asked for your advice” (“very high probability/very 
low probability”)? Because the data from the NCSB use a 
ten-point scale (1-10), we subtracted the percentage of 
respondents rating 1—6 from the percentage rating 9-10. 

We also created ten other commonly used satisfaction/ 
loyalty metrics for the analysis: the NCSB score, overall 
satisfaction (mean, top box, and top two box), repurchase 
intention (mean, top box, and top two box), and recommend 
intention (mean, top box, and top two box). 


Replication of Reichheld’s and Satmetrix’s 
‘Methodology 


As we noted previously, Reichheld’s (2003) and Satmetrix’s 
(2004) research methodology consisted of examining the 
correlation between Net Promoter levels and a company’s 
revenue growth rate for each industry examined. 


Specifically, 


1.A mean Net Promoter score for each firm was computed 
(note that only two years of data were collected for each 
firm in Reichheld’s and Satmetrix’s analyses); 

2. Ап average revenue growth rate, which included the two 
years for which Net Promoter was calculated and an addı- 
tional prior year (i.e., three-year growth rates), was com- 
puted; and 

3. Correlation coefficients were calculated for each industry 
under investigation 


It is important to remember that this research comprised 
"over 50 companies ... across a dozen targeted industries" 
(Satmetrix 2004). In the Harvard Business Review article 
that introduced Net Promoter, charts for three of the indus- 
tries examined were presented; the sample sizes (in terms of 
number of firms) were three, five, and ten (Reichheld 
2003). This would mean that the sample sizes for each of 
the remaining nine industries were approximately 3.6 on 
average (1.е., [50 — (3 + 5 + 10)]/9 = 3.56). Therefore, 
industry sample sizes were small. 

Although researchers can dispute the appropriateness of 
this methodology, it is the methodology on which Net Pro- 
moter is founded. Therefore, in testing the claims associated 
with Net Promoter, it is imperative to examine the robust- 
ness of the research on which these claims are based. 

Our initial investigation is identical to that of Reichheld 
(2003) and Satmetrix (2004), with one important difference: 
the periods under investigation. In Reichheld's analysis, 
three-year average growth rates (1999—2002) and two-year 
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average Net Promoter scores (2001—2002) were used. This 
means that Net Promoter was tied to past growth rates (as 
opposed to future growth rates). As a result, the data do not 
help identify whether Net Promoter levels are linked to cur- 
rent changes in revenue growth. This is an important con- 
sideration because as Godes and Mayzlin (2004b, p. 545) 
note, “word of mouth is not exogenous. While the mapping 
from word of mouth to future sales is of great interest to the 
firm, we must also recognize that word of mouth is an out- 
come of past sales." Therefore, our research uses identical 
time frames when examining the correlation between Net 
Promoter and revenue growth rates. 

In keeping with Reichheld's (2003) and Satmetrix's 
(2004) methodology, we grouped the firms in our analysis 
by industry and examined them separately. We determined 
industry classification using the North American Industrial 
Classification System (NAICS). Industry groupings were 
based on the first three digits of the NAICS; these group- 
ings correspond to the same groupings that would have 
occurred if Fama and French's (1997) industrial groupings 
were used. Note that in all but one industry (transportation), 
industry groupings corresponded to the complete six-digit 
NAICS code. 

In total, five industries (representing 17 of the 21 firms 
in our data file) contained the threshold minimum number 
of firms for which Reichheld (2003) and Satmetrix (2004) 
conducted their analysis. These industries are banking, 
gasoline stations (with convenience stores), home furnish- 
ings retailers, security systems, and transportation (local/ 
suburban transit). 

Table 1 presents the industry-level correlations between 
firms’ growth rates (i.e., relative change in revenue) and Net 
Promoter and other commonly used satisfaction/loyalty 
metrics for the various periods available. The most obvious 
finding when examining this table is that in light of the data 
under investigation, Net Promoter in no way would be cate- 
gorized as the "single most reliable indicator of a com- 
pany's ability to grow" (Netpromoter.com 2006). Indeed, 
there is no real indication that average levels of any of the 
satisfaction/loyalty metrics in Table 1 are significantly cor- 
related with the relative change in revenue within the 
respective industry. We report p values only when correla- 
tions were based on at least five observations. 

The pooled results in Table 1 are for correlations 
between annual relative change in revenue and the average 
of each satisfaction/loyalty metric for the corresponding 
period, pooled across successive periods and across all 
firms within industry (these correlations are adjusted for 
firm effects). Note that this pooling of annual results is for 
the four annual periods between 2001 and 2005 in the bank- 
ing industry and for the three annual periods from 2000 to 
2003 in the retail gasoline industry. Nevertheless, for com- 
parison, Table 1 also reports the results for all one- and two- 
year periods, as indicated by the different “Year Start" and 
“Year End" dates. 

In the retail gasoline industry, annual relative change in 
revenue has significant autocorrelation (lag 1), and we 
adjust these reported correlations for this effect. None of the 
unadjusted correlations were significant (in every case, p > 
.35). In banking, lagged relative change in revenue has no 
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incremental value in any of the regressions used to calculate 
correlations (in every case, p > .3), and we did not make this 
additional adjustment. The residuals from these regressions 
are never significantly nonrandom (in every case, p > .15; in 
all but one case, p > .3). 

Table 1 also points to the inherent difficulty of predict- 
ing firm revenue growth within an industry on the basis of a 
single attitude-based metric. Nevertheless, we would expect 
that a serious, longer-term, longitudinal study would show 
that changes in satisfaction/loyalty metrics are important 
predictors of relative changes in revenue within firms. 


Models Based on Multiple Satisfaction/Loyalty 
Metrics | 


We also conducted best-subsets analyses in which we соп- 
sidered all 11 satisfaction/loyalty metrics in Table 1 candi- 
date predictors for relative annual change in revenue, along 
with fixed industry effects (in which we represented indus- 
tries as indicator variables). The best scientific model (in 
terms of the Bayesian information criterion; see Schwarz 
1978) did not include any of these metrics; it included only 
the most significant industry effects.3 


Comparing the ACSI and Net Promoter 


In addition to the NCSB examination we reported previ- 
ously, we attempted to analyze the Net Promoter and firm 
growth data used by Reichheld (2003) and Satmetrix (2004) 
with other variables used in their investigation. Without 
access to their raw data, it is impossible to compare Net 
Promoter with the other satisfaction/loyalty metrics col- 
lected in their surveys. However, there is an opportunity to 
compare Net Promoter with the ACSI, a metric that was 
investigated and found not to correlate with growth (Reich- 
held 2004). 

In the Harvard Business Review article that introduced 
Net Promoter (Reichheld 2003, p. 49), in the book The Ulti- 
mate Question (Reichheld 2006c, pp. 84—86), and in pre- 
sentations regarding Net Promoter (Reichheld 2004), the 
ACSI is specifically mentioned as not being linked to firm 
growth. In The Ultimate Question, Reichheld (2006c, p. 86) 
argues that the ACSI does not yield much insight into loy- 
alty or growth, noting that "investors rarely waste money on 
standard satisfaction surveys" as a result. Similarly, in the 
Harvard Business Review article, Reichheld (2003, p. 49) 
states, 


3Note that because the NCSB data are limited to firms with the 
largest market share (as is the ACSI), there is a possible restriction 
of range in the measures used. As a result, variability may be lost 
that might have been otherwise present if other firms had been 
included. Despite this restriction, however, we believe that this is 
similar in terms of firm inclusion to the methodology that Reich- 
held (2003) and Satmetrix (2004) employ. Analysis of the 
industry-level charts that Reichheld (2003, 2006c) and Satmetrix 
report shows that the vast majority of firms 1n their industry-level 
analyses constitute high-relative-market-share firms; as we noted 
previously, the sample sizes that Reichheld (2003) and Satmetrix 
use are very small and thus, in most cases that we are aware of, 
constitute relatively large-market-share firms for their respective 
industries. 
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Our research indicates that satisfaction lacks a consis- 
tently demonstrable connection to actual customer behav- 
ior and growth. This finding is borne out by the short 
shrift that investors give to such reports as the [ACSI]. 
The ACSI, published quarterly in The Wall Street Journal, 
reflects customer satisfaction ratings of some 200 U.S. 
companies. In general, it is difficult to discern a strong 
correlation between high customer satisfaction scores and 
outstanding sales growth. 


Furthermore, in a Web-based presentation, Reichheld 
(2004) states that a “Bain team looked at the correlation 
between growth and customer satisfaction, and found there 
is попе" A scatter diagram was shown with the x-axis 
labeled “[ACSI] annual growth" and the y-axis labeled 
“Sales annual growth.” The R-square reported was .00, indi- 
cating no correlation. 

This finding is in direct contradiction to several Journal 
of Marketing articles that specifically examine the relation- 
ship between the ACSI and business results. For example, 


*Anderson, Fornell, and Mazvancheryl (2004) find a positive 
association between the ACSI and Tobin's q (the ratio of a 
firm's market value to the replacement cost of its assets 
[Tobin 1969], the ratio of price to book value, and equity 
prices. 

*Gruca and Rego (2005) use ACSI and COMPUSTAT data 
and find that satisfaction creates shareholder value by 
increasing future cash flow growth and reducing its 
variability. 

*Fornell and colleagues (2006) find that firms that performed 
better in terms of their ACSI scores also performed signifi- 
cantly in terms of market returns. 


Given that a Bain team examined the relationship 
between the ACSI and growth, it appears reasonable to pre- 
sume that a comparison of the ACSI and Net Promoter was 
conducted. Fortunately, actual data reported in The Ultimate 
Question (Reichheld 2006c) offer such an opportunity. The 
Appendix to the book presents charts for six industries to 
demonstrate the relationship between Net Promoter and 
firm growth (four U.S. industries, one U.K. industry, and 
one Korean industry). Three of the U.S. industries are also 
tracked by the ACSI: airlines, life insurance, and computers. 
To present a fair comparison between the ACSI and Net 
Promoter, we replicated the data. On the basis of their scat- 
terplots, we reconstructed data that showed the relationship 
between Net Promoter scores and growth (Reichheld 2006c, 
pp. 192-94). 

To ensure accuracy, we enlarged and scanned the tables 
and imported the corresponding graphics into a charting 
Software package in which they were used as background 
images. Over the images, we created a new scatterplot using 
the exact dimensions of the scanned image. We input data 
until each point in the chart corresponded to the scanned 
images. As a final check of the data, we compared the coef- 
ficient of determination (R2) of the recreated data with the 
reported R-square. All R-square values were the same, indi- 
cating a successful replication of the data. 

Although the number of charts reported limit the scope of 
this investigation, Reichheld specifically selected these data 
sets to demonstrate the linkage between Net Promoter and 
growth. As such, they should reveal relationships in which 


Net Promoter is a superior predictor of growth to other 
metrics. 

Figure 1 compares the original charts reported (Reich- 
held 2006c, pp. 192-93), showing the relationship between 
Net Promoter and growth and the relationship between the 
ACSI scores and growth. Note that we used the same firm- 
level growth rates reported for each comparative chart and 
mean ACSI scores for the same years for which the Net 
Promoter scores were calculated. 

The most obvious initial finding was the overwhelming 
similarity between the charts being compared. Given that 
the ACSI had been specifically noted as having no correla- 
tion to growth (Reichheld 2004), we expected dramatically 
different results, particularly because these industries were 
selected as exemplars of the relationship between Net Pro- 
moter and growth. Even more startling, however, in two of 
the three cases, the R-square of tbe ACSI-growth relation- 
ship is higher than that for the Net Promoter-growth rela- 
tionship. These results show that Net Promoter cannot be 
called the better predictor of growth in relation to customer 
satisfaction for the industries under investigation. 

The findings are even more profound when put in the 
context of Reichheld's (2003) and Satmetrix's (2004) total 
analyses. As we noted previously, Satmetrix reports, "In 
total, over 50 companies were included across a dozen tar- 
get industries, such as airlines, package delivery, and life 
insurance." Therefore, our analysis comprises 2596 of total 
industries (i.e., 3/12) and approximately 40% of firms used 
in Reichheld's and Satmetrix's industry-level analyses. 

Furthermore, Reichheld (2003) and Satmetrix (2004) 
acknowledge that some of the 12 industries they examined 
do not have significant, positive correlations between Net 
Promoter and growth. They do not provide the exact num- 
ber of these industries; Satmetrix states that the “analysis 
revealed significant correlations for a majority of the tar- 
geted industries." 

Similarly, Reichheld (2003, pp. 51-52) acknowledges 
that Net Promoter was not the best predictor for all indus- 
tries: "The ‘would-recommend’ question wasn’t the best 
predictor of growth in every case ... in database software, 
or computer systems, for instance,... industries dominated 
by monopolies or near monopolies, [and] ... in the local 
telephone and cable [television] businesses." It is unclear 
whether these industries are included among the 12 indus- 
tries described as the sample universe of industries used in 
the analysis. If not, there are clearly selection bias issues in 
the analysis. If they are, this implies that Net Promoter was 
determined not to be the most appropriate metric for 3396 
the industries examined (i.e., 4 industries [database soft- 
ware, computer systems, local telephone, and cable televi- 
sion] of the 12). With the additional knowledge that the 
ACSI resulted in a higher R-square than Net Promoter for 2 
of the 3 industries we were able to replicate, this implies 
that in 5096 of the industries in which Net Promoter was 
examined, Net Promoter could not be classified as the best 
predictor. The remaining U.S. industries are either unknown 
(and therefore cannot yet be tested) or do not have equiva- 
lent ACSI data for comparison (e.g., car rentals, Internet 
service providers). In the case of Internet service providers, 
ACSI tracks only 2 of the 3 firms used in the Net Promoter 


analysis, but directionally, they appear to align with Reich- 
held's (2003) and Satmetrix's (2004) research (see Figure 
2)4 


Discussion and Implications 


We find no support for the claim that Net Promoter is the 
“single most reliable indicator of a company's ability to 
grow" (Netpromoter.com 2006; Nicks 2006). Although we 
do not have access to the raw data from which these claims 
were made, we were able to compare some of the exemplar 
cases of Net Promoter with the ACSI, which Reichheld 
(2004) reports does not correlate with growth. Instead, we 
found that when making “apples-to-apples” comparisons, 
Net Promoter does not perform better than the ACSI for the 
data under investigation. 

Reichheld (2006b) acknowledges “imperfections” in the 
analytics that were used to support Net Promoter: 


All we did was quantify this common sense in a way that 
made sense to business leaders—the target audience for 
my book. These practical leaders have little interest in 
advanced statistical methods. Frankly, we see little value 
in continued debate about cause versus correlation, time- 
frames, or statistical methods. 


Unfortunately, the statistics matter. As the previously 
reported comments by Paul Stobart (see Cree 2005, p. 51) 
demonstrate, executives believe that Net Promoter is based 
on solid analytic research. As a result, the use of Net Pro- 
moter has been widely adopted by some of the most presti- 
gious firms in the world, and chief executive officers report 
Net Promoter data to analysts during their conference calls. 

In addition, Net Promoter has been promoted as the 
only metric needed in customer surveys to manage growth 
(Reichheld 2003, 2006c). Ironically, our comparison of Net 
Promoter with the ACSI shows that Net Promoter is not 
superior to the ACSI for the data under investigation. Fur- 
thermore, our comparison used industries portrayed as 
exemplars of the relationship between Net Promoter and 
growth. 

The clear implication is that managers have adopted the 
Net Promoter metric for tracking growth on the basis of the 
belief that solid science underpins the findings and that it is 
superior to other metrics. However, our research suggests 
that such presumptions are erroneous. The consequences 
are the potential misallocation of resources as a function of 
erroneous strategies guided by Net Promoter on firm perfor- 
mance, company value, and shareholder wealth. 

We would be remiss in our discussion of possible causes 
of the differences between our findings and those of Reich- 
held (2003) and Satmetrix (2004) if we did not acknowl- 
edge the possibility of research bias (i.e., unknown or unac- 
knowledged error created during the design, measurement, 
sampling, procedure, or choice of problem studied). Note 
that we examined potential factors that could have yielded 
different results; however, none would appear to explain the 


4Note that Figures 1 and 2 represent all four U.S. industry charts 
used to support the relationship between Net Promoter and growth 
in The Ultimate Question (Reichheld 2006c). 
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FIGURE 1 
Comparison of Net Promoter and the ACSI for Wintel Computers, Life Insurance, and АтИпез 
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FIGURE 2 
Comparison of Net Promoter and the ACSI for Internet Service Providers 
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differences between our results and those of Reichheld and 
Satmetrix (see the Appendix). In light of the NCSB data, it 
is difficult to imagine a scenario in which Net Promoter 
would be classified as the superior metric. In addition, our 
comparison of the ACSI and Net Promoter resulted in a 
similar conclusion. 


Limitations and Further Research 


Throughout this article, we have been careful to discuss the 
relationship between Net Promoter and changes in revenue 
and to avoid any suggestions of causality. This is in keeping 
with the methods employed; it is difficult to draw clean 
inferences of causality. 

In addition, although we discuss the possibility of 
research bias in the data analytics used to support Net Pro- 
moter, this has not been proved. Only an independent, 
objective validation of the data used to support Reichheld’s 
(2003) and Satmetrix’s (2004) findings could conclusively 
prove such a bias. 

Nonetheless, we believe that these results are com- 
pelling in light of the widespread use of Net Promoter by 
firms. Furthermore, we believe that our research demon- 
strates the necessity of rigorously and scientifically testing 
measures reported to be predictive of business outcomes 
before their widespread adoption (Keiningham, Vavra, and 
Aksoy 2006). 


Appendix 
Because our findings regarding the relationship between 
Net Promoter and revenue growth rates differ considerably 
from those of Reichheld (Marketing Week 2006; Reichheld 


2003, 2006a, c) and Satmetrix (2004), we explore several 
potential causes: data quality, “would-recommend” ques- 
tion wording, 10- versus 11-point scale, and cultural differ- 
ences. However, none appear to explain the differences 
between our results and those of Reichheld (2003) and 
Satmetrix (2004). 


Data Quality 


The NCSB data are based on a national probability sample 
of purchasers from each firm tracked. The entire NCSB 
process is based on a rigorous theoretical foundation (For- 
nell 1992; Fornell and Jobnson 1993; Fornell et al. 1996; 
Johnson and Fornell 1991). With regard to the revenue 
growth rates used, all information was contained in the 
financial reports for each company under investigation. 

According to Satmetrix (2004), data were first gathered 
from Satmetrix Systems's benchmarking database. Each 
quarter, Satmetrix gathers “10,000 to 15,000 responses to a 
very brief e-mail survey that asked respondents (gathered 
again from public sources, not Satmetrix's internal client 
customer lists) to rate one or two companies with which 
they were familiar" (Reichheld 2003, p. 51). To qualify for 
inclusion in the analysis, *each company under considera- 
tion had to have a sufficient number of opt-in survey 
respondents to ensure accuracy and stability of their loyalty 
scores. In total, over 50 companies were included across a 
dozen targeted industries" (Satmetrix 2004). With regard to 
the sample size and financial metric used, Reicbheld 
(2006a, p. 42) specifies, ^We calculated Net Promoter 
Scores for every company that garnered at least 100 
responses, then plotted each company's [Net Promoter 
score] against its revenue growth rate.” 
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The descriptions of the sampling methodologies the 
NCSB and Satmetrix used do not raise any obvious alarms. 
Although the modality differs between the two studies (out- 
bound telephone versus e-mail), these differences would not 
be expected to affect significantly the relative performance 
of firms within their respective industries. Therefore, we 
believe that sample data issues are unlikely to explain the 
magnitude of the differences between our results and those 
of Reichheld (2003, 2006c) and Satmetrix (2004), particu- 
larly given that our investigation also included an examina- 
tion of data reported in The Ultimate Question (Reichheld 
2006с). 


“Would-Recommend” Question Wording 


In attempting to validate a metric, it is vital to ensure that 
the compared items are gauging the same construct. In the 
case of Net Promoter, the metric is based on consumer 
responses to a willingness-to-recommend survey question. 
As such, the question used for validation should correspond 
to the one under investigation. Reichheld (2003, p. 50) 
notes that the recommended question for measuring Net 
Promoter is, “How likely is it that you would recommend 
[company x] to a friend or colleague?” 

We are indeed fortunate that the NCSB question is 
remarkably close, particularly given its creation before 
Reichheld’s (2003) initial article in the Harvard Business 
Review. The English translation (from Norwegian) is, “How 
likely or unlikely is it that you would recommend [Com- 
pany x] if a friend or business relation asked for your 
advice?” Given the extremely close wording of the 
willingness-to-recommend question, we believe that ques- 
tion wording is unlikely to explain the magnitude of the dis- 
crepancies between our findings and those of Reichheld 
(2003) and Satmetrix (2004). 


10- Versus 11-Point Scale 


Reichheld (2003, p. 51) recommends an 11-point satisfac- 
tion scale (0—10), noting, “Ге settled on a scale where ten 
means ‘extremely likely, five means neutral, and zero 
means ‘not at all likely." Respondents with ratings of 9 or 
10 were classified as promoters. Respondents with ratings 
of 0—6 were classified as detractors. The percentage of 
detractors was subtracted from the percentage of promoters 
to arrive at a Net Promoter score. 

Data from the NCSB use a 10-point scale (1—10). To 
calculate the Net Promoter score used in that analysis, the 
percentage of respondents rating 1-6 was subtracted from 
the percentage rating 9-10. 

On the basis of a review of the literature regarding rat- 
ing scales and companies’ actual implementation of Net 
Promoter, however, we do not believe that the difference 
between 10- and 11-point scales contributes significantly to 
our findings. 

As Guilford (1954) noted nearly half a century ago, in 
terms of psychometric theory, it is advantageous to use 
more rather than fewer rating points because the reliability 
of the rating scales increases with the number of rating 
points. In a classic textbook ш the field, Nunnally (1967, р. 
22) states, “By far the bulk of the studies report increasing 
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reliabilities up to 20 steps (although the increase from about 
11 to 20 usually is small).” He also states (p. 5231), “As the 
number of scale steps is increased from 2 up through 20, the 
increase in reliability is very rapid at first. It tends to level 
off at about 7, and after 11 steps, there is little gain in 
reliability.” 

As such, the reliability difference between 10- and 11- 
point scales is shown to be small. Morrison (1972) assesses 
the degree to which R-square (the coefficient of determina- 
tion) is lowered for different numbers of interval scales. In 
the case of 10- and 11-point scales, both capture 99% of the 
information available; the increase in R-square of using an 
11-point scale rather than a 10-point scale is .0018. 

Perhaps most important, the 10- and 11-point scale dis- 
tinction does not appear to be relevant based on its actual 
implementation by advocates and users of the metric. From 
publicly available information, it appears that many firms 
using Net Promoter apply а 10-point scale (Immelt 2005; 
Mann 2006; Murphy 2006; QuestionnairePro 2006; Ruff 
2004; WOMMA 2005). For example, Jeffrey Immelt (2005) 
describes General Electric's calculation of Net Promoter as 
follows: 


[Net Promoter is] the simplest of all metrics that you can 
possibly have. It's a surveying tool that you take to your 
customers. They rate you on a scale of 1 to 10.... A 9 and 
10 is a promoter. A 1 through 6 is a detractor. You take 
promoters minus detractors. That gives you a Net Pro- 
moter score. 


Reichheld (2006c, p. 73) features General Electric (and 
Immelt specifically) as an exemplar of the use of Net Pro- 
moter. Furthermore, the calculation of Net Promoter with a 
10-point scale is advocated by WOMMA (2005) as part of 
its Basic Training newsletter. Finally, Reichheld (2006c, p. 
98) writes that “other scales seem to work: Enterprise has 
achieved outstanding success with its 5-point scale, and 
eBay's well-regarded feedback system utilizes a 3-point rat- 
ing system (positive, neutral, negative).” 

With regard to the anchors for each of the scales, Reich- 
held (2003) and Satmetrix (2004) advocate using 
"extremely likely/not at all likely" The anchors for the 
NCSB data regarding the likelihood-of-recommending 
question are "very high probability/very low probability" 
(translated from Norwegian). 

Given this theoretical and empirical information, we 
believe that the differences between the 10-point scale used 
by the NCSB and the 11-point scale used by Satmetrix 
(2004) are unlikely to explain the magnitude of the discrep- 
ancies between our findings and those reported (Marketing 
Week 2006; Reichheld 2003, 2006a, c; Satmetrix 2004). 

Furthermore, our examination included a comparison of 
the Net Promoter data that Reichheld (2006c) used and 
firms the ACSI tracked. This examination did not confirm 
the reported superiority of Net Promoter as a predictor of 
growth. 


Cultural Differences 


Hofstede (1994, p. 4) defines culture as "the collective pro- 
gramming of the mind which distinguishes the members of 
one group or category of people from those of another." 


There exists a large body of marketing literature on cross- 
cultural issues. With regard to this research, cultural differ- 
ences have long been known to affect how respondents rate 
survey items; in particular, culture creates a form of rating 
scale bias. 

Research has addressed rating-scale biases and cross- 
country measurement equivalence. Greenleaf (1992) notes 
the presence of response style bias in consumer surveys and 
suggests a method of removing bias to increase the accu- 
racy of survey research. Similarly, Varki and Rust (1997) 
propose a methodology for comparing satisfaction ratings 
between different firms designed to minimize the limita- 
tions of conventional analysis of variance tests. Several 
researches have extended measurement bias examination to 
include cross-country research (Iacobucci et al. 2003; 
Mullen 1995; Singh 1995; Steenkamp and Baumgartner 
1998; Vandenberg 2002; Wong, Rindfleisch, and Burroughs 
2003). 

Furthermore, many cross-cultural comparisons begin 
with Hofstede’s (1983a, b, c) dimensions of culture. Hof- 
stede initially proposed four universal dimensions: individ- 
ualism, power distance, masculinity, and uncertainty avoid- 
ance. Subsequently, Hofstede and Bond (1988) proposed a 
fifth dimension: the Confucian dynamic (also referred to as 
long-term orientation; see Hofstede 1994). 

With regard to the current research, however, we believe 
that cultural rating-scale bias is unlikely to play a major role 
in examining the relationship between Net Promoter and 
firm revenue growth. There are several reasons for this 
position: 

First, cultural rating-scale bias largely affects the ability 
to compare scores (rating levels) for different cultures or 
countries (e.g., equivalent absolute customer satisfaction 
levels may be reported differently by members of different 
cultures). However, we are not comparing U.S. and Norwe- 
gian Net Promoter scores. Rather, we are examining the 
relationship between Net Promoter and revenue growth for 
Norwegian firms. Although the absolute Net Promoter 


scores might be expected to be different, we do not expect 
that the relationship to growth will be dramatically differ- 
ent, particularly because both Norway and the United States 
are competitive, developed Western economies. 

Second, the underlying logic behind Net Promoter is 
that word of mouth drives revenue growth. In a study of 
Europe (including Norway) and the United States, Dawar, 
Parker, and Price (1996) use Hofstede’s cultural characteris- 
tics to examine interpersonal information exchange. They 
find that cultural differences help explain the focus of con- 
sumers' product information search activities but not their 
tendencies to share product-related opinions with others. 
The implication is that cultural dimensions for the countries 
under investigation do not affect consumers' word-of-mouth 
likelihood. 

Net Promoter has been actively promoted and sold 
worldwide. Reichheld (2006c, p. 42) reports, “The pattern 
[of Net Promoter scores to growth] is similar in many mar- 
kets outside the United States.” Furthermore, the book The 
Ultimate Question (Reichheld 2006c, p. 183) specifically 
alludes to challenges to the recommended scale based on 
cultural differences as attempts to discredit Net Promoter. 
To demonstrate the global power of Net Promoter, two of 
the six industry charts in the book that are designed to 
demonstrate the relationship between Net Promoter and 
growth are from outside the United States; specifically, they 
are from the United Kingdom and Korea (Reichheld 2006c, 
pp. 192-94). Finally, The Ultimate Question provides a list 
of best and worst firms (winners and sinners) in terms of 
Net Promoter for the United States and the United Kingdom 
(Reichheld 2006c, p. 196). No cultural differences were 
reported between the various countries. 

Third, our examination included a comparison of the 
Net Promoter data that Reichheld (2006c) used and firms 
the ACSI tracked. This examination did not confirm the 
reported superiority of Net Promoter as a predictor of 
growth. 





REFERENCES 


Anderson, Eugene W., Claes Fornell, and Sanal K. Mazvancheryl 
(2004), “Customer Satisfaction and Shareholder Value,” Jour- 
nal of Marketing, 68 (October), 172-85. 

Arndt, J. (1967), “Word-of-Mouth Advertising and Informal Com- 
munication,” in Risk Taking and Information Handling in Con- 
sumer Behavior, D.F. Cox, ed. Boston: Harvard Business 
School Press. 

Bennett, Steve (2005), “Q3 2005 Intuit Earnings Conference 
Call—Final,” Fair Disclosure Wire, (May 18). 

Chidester, David (2006), “Q1 2006 Overstock.com Inc. Earnings 
Conference Call—Final,” Fair Disclosure Wire, (April 28). 
Creamer, Matthew (2006), “Do You Know Your Score: Your Busi- 
ness Rides on How Consumers Answer the One Crucial Ques- 

tion,” Advertising Age, (July 3), 1, 24. 

Cree, Richard (2005), “Paul Stobart,” Director, 58 (February), 
48—52. 

Danaher, Peter J. and Roland Т. Rust (1996), “Determining the 
Optimal Return on Investment for an Advertising Campaign,” 
European Journal of Operational Research, 95 (3), 511-21. 


Dawar, Niraj, Philip M. Parker, and Lydia J. Price (1996), “A 
Cross-Cultural Study of Interpersonal Information Exchange,” 
Journal of International Business Studies, 27 (3), 497-516. 

English, Bella (2000), "Pitching Her ‘Tent’ Word of Mouth, Plus 
Author Anita Diamant’s Promotional Moxie, Make for Suc- 
cess,” Boston Globe, (February 24), F1. 

Fama, Eugene Е. and Kenneth К. French (1997), “Industry Costs 
of Equity,” Journal of Financial Economics, 43 (February), 
153-93. 

Fornell, Claes (1992), “A National Customer Satisfaction Вагоше- 
ter: The Swedish Experience,” Journal of Marketing, 56 (Janu- 
ary), 6-21. 

and Michael D. Johnson (1993), “Differentiation as a 

Basis for Explaining Customer Satisfaction Across Industries,” 

Journal of Economic Psychology, 14 (4), 681-96. 

ў , Eugene W. Anderson, Jaesung Cha, and Barbara 

Everitt Bryant (1996), “The American Customer Satisfaction 

Index: Nature, Purpose, and Findings,” Journal of Marketing, 

60 (October), 7—18. 











Net Promoter апа Віт Revenue Growth / 49 





, Sunil Mithas, Forest V. Morgenson III, and M.S. Krishan 
(2006), “Customer Satisfaction and Stock Prices: High 
Returns, Low Risk,” Journal of Marketing, 70 (January), 1—14. 

Fry, Elizabeth (2006), “Take Cover,” CFO (Australia), (August 1), 
(accessed September 16, 2006), [available at http://global. 
factiva.com.proxy.library.vanderbilt.edu/ha/default.aspx]. 

Godes, David and Dina Mayzlin (20042), “Firm-Created Word-of- 
Mouth Communication: A Field-Based Quasi-Experiment,” 
Harvard Business School Marketing Research Paper No. 04- 
03. 





and (2004b), “Using Online Conversations to 
Study Word-of-Mouth Communication,” Marketing Science, 
23 (Fall), 545-60. 

Greenleaf, Eric (1992), “Improving Rating Scale Measures by 
Detecting and Correcting Bias Components in Some Response 
Styles,” Journal of Marketing Research, 29 (May), 176-88. 

Grisaffe, Doug (2004), “Guru Misses the Mark with ‘One Num- 
ber’ Fallacy,” (February), (accessed February 20, 2006), [avail- 
able at http://www.creatingloyalty.com/story.cfm?article_id= 
656]. | 

Gruca, Thomas S. and Lopo L. Rego (2005), “Customer Satisfac- 
tion, Cash Flow, and Shareholder Value,” Journal of Marketing, 
69 (July), 115-30. 

Guilford, J. (1954), Psychometric Methods. New York: McGraw- 
Hill 





Helm, Sabrina (2006), “Calculating the Value of Customers’ 
Referrals,” Managing Service Quality, 13 (2), 124-33. 

Herr, Paul M., Frank R. Kardes, and John Kim (1991), “Effects of 
Word-of-Mouth and Product-Attribute Information on Persua- 
sion: An Accessibility-Diagnosticity Perspective,” Journal of 
Consumer Research, 17 (March), 454-62. 

Hofstede, Geert (1983a), “The Cultural Relativity of Organiza- 
tional Practices and Theories,” Journal of International Busi- 
ness Studies, 14 (Fall), 75-89. 

(1983b), “Dimensions of National Cultures in Fifty Coun- 

tries and Three Regions,” in Explications in Cross-Cultural 

Psychology, J.B. Deregowski, S. Dziurawiec, and R.C. Annis, 

eds. Lisse, Switzerland: Swets & Zeitlinger, 335—55. 

(1983c), “National Cultures in Four Dimensions: A 

Research-Based Theory of Cultural Differences Among 

Nations,” International Studies of Management & Organiza- 

tion, 13 (Spring-Summer), 46-74. 

(1994), “Management Scientists Are Human,” Manage- 

ment Science, 40 (January), 4—13. 

and Michael Harris Bond (1988), “The Confucius Con- 
nection: From Cultural Roots to Economic Growth,” Organiza- 
tional Dynamics, 16 (Spring), 4—21. 

Hogan, John Е, Katherine М. Lemon, and Barak Libai (2004), 
“Quantifying the Ripple: Word-of-Mouth and Advertising 
Effectiveness,” Journal of Advertising Research, 44 
(September-October), 271-80. 

Iacobucci, Dawn, Doug Grisaffe, Adam Duhachek, and Alberto 
Marcati (2003), “FAC-SEM: A Methodology for Modeling 
Factorial Structural Equations Models, Applied to Cross- 
Cultural and Cross-Industry Drivers of Customer Evaluations,” 
Journal of Service Research, 6 (August), 3—23. 

Immelt, Jeffrey (2005), “GE Annual Outlook Meeting—Final,” 
Fair Disclosure Wire, (December 13). ` 

Johnson, Michael D. and Claes Fornell (1991), “A Framework for 
Comparing Customer Satisfaction Across Individuals and 
Product Categories,” Journal of Economic Psychology, 12 (2), 
267-86. 

„ Anders Gustafsson, Tor Wallin Andreassen, Line Lervik, 
and Jaesung Cha (2001), “The Evolution and Future of 
National Customer Satisfaction Index Models,” Journal of 
Economic Psychology, 22 (April), 217-45. 

Keiningham, Timothy L., Lerzan Aksoy, Bruce Cooil, and Tor W. 
Andreassen (2007), “Commentary on ‘The Value of Different 

















50 / Journal of Marketing, July 2007 


Customer Satisfaction and Loyalty Metrics in Predicting Busi- 

ness Performance, " Marketing Science, forthcoming. 

, Terry С. Vavra, and Lerzan Aksoy (2006), “Managing 

Through Rose-Colored Glasses,” MIT Sloan Management 

Review, 48 (1), 15—18. 

| ; , and Henri Wallard (2005), Loyalty 
Myths: Hyped Strategies That Will Put You Out of Business, 
and Proven Tactics That Really Work. Hoboken, NJ: John 
Wiley & Sons. 

Mann, Joseph (2006), “Customer Satisfaction Rates Are Like So 
Last Week,” Marketing and Demand Creation ROI, (March 
12), (accessed March 27, 2007), [available at http://market- 
ingroi.blogspot.com/2006/03/customer-satisfaction-rates-are- 
like. html}. 

Marketing Week (2006), “Ultimate Question Twitching on Loyalty 
Guru Reichheld’s Lips,” (January 26), 28. 

Marsden, Paul, Alain Samson, and Neville Upton (2005a), “Advo- 
cacy Drives Growth: Customer Advocacy Drives UK Business 
Growth,” The Listening Company white paper, (accessed 
March 1, 2007), [available at http://www.listening.co.uk/ 
content/pages/news/items/advocacy_drives_growth.shtml]. 

А ‚ and (2005b), “Research: Advocacy Dri- 
ves Growth: Customer Advocacy Drives UK Business 
Growth,” Brand Strategy, (December), 45—48. 

McGregor, Jena (2006), “Would You Recommend Us?” Business- 
Week, (January 30), 94. 

Morgan, Neil A. and Lopo Leottte do Rego (2006), “The Value of 
Different Customer Satisfaction and Loyalty Metrics in Pre- 
dicting Business Performance,” Marketing Science, 25 (5), 
426-39. 

Morris, Betsy (2006), “Мех Rule: The Customer Is King,” For- 
tune, (July 11), 70. 

Morrison, Donald G. (1972), “Regressions with Discrete Depen- 
dent Variables: The Effect on R2," Journal of Marketing 
Research, 9 (August), 338-40. 

Mullen, Michael В. (1995), “Diagnosing Measurement Equiva- 
lence in Cross-National Research,” Journal of International 
Business Studies, 26 (3), 573-96. 

Murphy, Mark (2006), “Growing Your Laboratory Business Is 
Like Gardening,” JDT Unbound, (February), (accessed March 
1, 2007), [available at http://www.nadl.org/jdtunbound/ 
murphy0206.htm]. 

Netpromoter.com (2006), “What Is Net Promoter?” (accessed Sep- 
tember 16, 2006), [available at http://www.netpromoter.com/ 
netpromoter/index.php]. 

Nicks, Stephen (2006), "What Not to Do with Net Promoter," 
BusinessWeek Online, (August 1), (accessed March 1, 2007), 
[available at http://www.businessweek.com/smallbiz/content/ 
ju12006/sb20060731  349936.htm?campaign. id-rss null]. 

Nunnally, Jum C. (1967), Psychometric Theory. New York: 
McGraw-Hill. 

Obermann, René (2005), “Q3 2005 Deutsche Telekom Earnings 
Conference Call—Final," Fair Disclosure Wire, (November 9). 

QuestionnairePro (2006), “Net Promoter Score: Scoring Logic,” 
(accessed March 1, 2007), [available at http://www. 
questionpro.com/help/265-inline.html]. 

Quinn, Judy (1999), "Blair Witch: Hot Project for NAL, Too,” 
Publishers Weekly, (August 9), 210-11. 

Reichheld, Frederick F. (2003), “The One Number You Need to 
Grow,” Harvard Business Review, 81 (December), 46—54. 

(2004), "Net Promoters,” Bain & Company Web-based 

presentation (slide 4), (February), (accessed April 18, 2007), 

[available at http://resultsbrief.bain.com/videos/0402/main. 

html]. 

(20062), "The Microeconomics of Customer Relation- 

ships," MIT Sloan Management Review, 47 (Winter), 73-78. 





























———— (2006b), “Questions About NPS—and Some Answers,” 
(accessed March 1, 2007), [available at http://netpromoter. 
typepad.com/fred reichheld/2006/07/questions about.htm]]. 

(2006c), The Ultimate Question: Driving Good Profits 
and True Growth. Boston: Harvard Business School Press. 

— (20064), “The Ultimate Question, with Fred Reichheld,” a 
MarketingProfs Virtual Seminar, (July 11, 2006), (accessed 
March 15, 2007), [available at http://www.marketingprofs. 
com]. 

Renwick, Glenn (2006), “The Progressive Corporation 2006 
Investor Relations Meeting Conference Call—Final,” Fair Dis- 
closure Wire, (June 15). . 

Ruff, Gregory (2004), “The One Number That Matters,” IBD Net- 
work newsletter, (June), [available at http://whatcounts.com/ 
bin/archive, viewer?id-61DE659B801A889DF22C59DD8997 
8C54]. 

Rust, Roland T., Valarie A. Zeithaml, and Katherine N. Lemon 
(2000), Driving Customer Equity. New York: The Free Press. 

Satmetrix (2004), "The Power Behind a Single Number: Growing 
Your Business with Net Promoter," Satmetrix Systems white 
paper, (accessed March 1, 2007), [available at http://www. 
satmetrix.com/pdfs/netpromoterW Pfinal.pdf]. 

Schwarz, G. (1978), "Estimating the Dimension of a Model," 
Annals of Statistics, 6 (2), 461—64. 

Singh, Jagdip (1995), “Measurement Issues in Cross-National 
Research,” Journal of International Business Studies, 26 (3), 
597-619. 

Steenkamp, Jan-Benedict E.M. and Hans Baumgartner (1998), 
“Assessing Measurement Invariance in Cross-National Con- 
sumer Research,” Journal of Consumer Research, 25 (June), 
78-90. 

Tobin, J. (1969), “A General Equilibrium Approach to Monetary 
Theory,” Journal of Money, Credit and Banking, 1 (January), 
15-29. 





Vandenberg, Robert J. (2002), “Toward a Further Understanding 
of and Improvement in Measurement Invariance Methods and 
Procedures,” Organizational Research Methods, 5 (April), 
139-58. 

Varki, Sajeev and Roland T. Rust (1997), “Satisfaction Is Relative: 
Apply Analysis of Variance Techniques to Determine if Your 
CSM Scores Measure Up,” Marketing Research, 9 (Summer), 
15-19. 

The Wall Street Journal (2006), “Best Selling Books,” (June 9), 
W6. 

Wangenheim, Florian V. and Tomás Bayón (2004), “The Effect of 
Word-of-Mouth on Services Switching: Measurement and 
Moderating Variables,’ European Journal of Marketing, 38 
(9-10), 1173-85. 

Welch, Jack and Suzy Welch (2006), “Dialing for Growth,” Busi- 
ness Week, (October 30), 134. 

WOMMA (2005), "Applying the Golden Rule for Good Profits: 5 
Tips from Bain & Company's Fred Reichheld,” Word of Mouth 
Basic Training newsletter, (December 8), (accessed March 1, 
2007), [available at  http://www.womma.org/wombat/ 
newsletters/wombat_1.02.htm]. 

Wong, Nancy, Aric Rindfleisch, and James E. Burroughs (2003), 
“Do Reverse-Worded Items Confound Measures in Cross- 
Cultural Consumer Research? The Case of the Material Values 
Scale,” Journal of Consumer Research, 30 (June), 72-91. 

Yu, Larry (2005), “How Companies Turn Buzz into Sales," MIT 
Sloan Management Review, 46 (Winter), 5—6. 

Zeithaml, Valarie A. (2000), “Service Quality, Profitability, and the 
Economic Worth of Customers: What We Know and What We 
Need to Learn,” Journal of the Academy of Marketing Science, 
28 (1), 67-85. 


Net Promoter and Firm Revenue Growth / 51 


Stefan Stremersch, Gerard J. Tellis, Philip Hans Franses, & Jeroen L.G. Binken 


Indirect Network Effects in New 
Product Growth 


Indirect network effects are of prime interest to marketers because they affect the growth and takeoff of software 
availability for and hardware sales of a new product. Although prior work on indirect network effects т the 
economics and marketing literature is valuable, there are two main shortcomings. First, empirical analysis of 
indirect network effects is rare. Second, in contrast to the importance prior literature credits to the “chicken-and- 
egg" paradox In these markets, the temporal pattern (i.e., Which leads to which?) of indirect network effects remains 
unstudied. Based on empirical evidence of nine markets, this study shows that (1) indirect network effects, as 
commonly operationalized by prior literature, are weaker than expected from prior literature and (2) in most markets 
examined, hardware sales "lead" software availability, whereas the reverse almost never happens, contrary to 
existing beliefs. These findings are supported by multiple methods, such as takeoff and time-series analyses, and 
fit with the histories of the markets studied herein. For academia, the study identifies a need for new and more 
relevant conceptualizations of indirect network effects. For public policy, it questions the need for intervention in 
network markets. For management practice, it downplays the importance of the availability of a large library of 


software for hardware technology to be successful. 


A familiar high-tech variation on an age-old conundrum is 
stalling acceptance of the much-heralded computer stor- 
age medium known as DVD-ROM: Which comes first, 
affordable hardware or a wealth of software? The installed 
base or the content providers? (Pescovitz 1997) 


conomists regularly claim that markets such as those 
for television sets, CD players, and DVD players 
exhibit “indirect network effects.”! The expected 


1The phenomenon of indirect network effects is different from 
the possible interdependence between hardware sales and software 
sales, such as CD player sales and CD sales (Bayus 1987; Peterson 
and Mahajan 1978). 
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utility of the primary product, and thus its sales, increases 
as more complements become available; in turn, this avail- 
ability of complements depends on the installed base of the 
primary product (Caillaud and Jullien 2003; Church and 
Gandal 1993, 1996; Cottrell and Koput 1998; Hill 1997; 
Katz and Shapiro 1994).2 Prior research has typically 
referred to the primary product, such as a television set, a 
CD player, or a DVD player, as “hardware” and to the prod- 
uct that complements the primary product, such as pro- 
gramming (television), compact discs (CD player), and 
DVD movies (DVD player), as “software” (Church and 
Gandal 1992a; Ducey and Fratrik 1989; Gandal, Kende, and 
Rob 2000; Gupta, Jain, and Sawhney 1999). 

Indirect network effects give rise to the “chicken-and- 
egg” paradox; that is, consumers wait to adopt the hardware 
until enough software is available, and software manufac- 
turers delay releasing software until enough consumers 
have adopted the hardware (Caillaud and Jullien 2003; Gan- 
dal 2002; Gupta, Jain, and Sawhney 1999), A recent exam- 
ple is the high-definition television (HDTV) market. The 
expected utility of HDTV sets to consumers (and thus 
HDTV set sales) increases as more HD broadcasting 
becomes available. Conversely, broadcasters will make 
more HD broadcasting available as the number of con- 


2The literature is inconsistent in terminology. Scholars have 
used the term "availability" (e.g., Dranove and Gandal 2003; 
LeNagard-Assayag and Manceau 2001), "variety" (e.g., Church 
and Gandal 1992a, 1993), or both interchangeably (e.g., Basu, 
Mazumdar, and Raj 2003; Frels, Shervani, and Srivastava 2003; 
Gandal, Kende, and Rob 2000; Katz and Shapiro 1985; Nair, 
Chintagunta, and Dubé 2004) in theory development. Most, 1f not 
all, of the empirical studies that have used the term "variety" oper- 
ationalize this construct by counting the total complements avail- 
able (e.g., Basu, Mazumdar, and Raj 2003; Gandal, Kende, and 
Rob 2000; Nair, Chintagunta, and Dubé 2004). In this study, we 
consistently use the term "availability" because it corroborates 
with our measures. 
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sumers who own HDTV sets increases. For HDTV to suc- 
ceed, this chicken-and-egg paradox must be resolved (Far- 
rell et al. 1992; Gandal 2002; Pope 1999). 

In the previous two decades, several economists have 
researched various aspects of indirect network effects, 
including (1) coordination between software and hardware 
industries (Church and Gandal 1992a; Economides and 
Salop 1992; Farrell et al. 1992), (2) standard setting 
(Church and Gandal 1992b; Clements 2004; Economides 
1989; Katz and Shapiro 1985, 1986a, 1992, 1994), and (3) 
buyers’ technology adoption decisions (Gandal, Kende, and 
Rob 2000; Saloner and Shepard 1995; Shy 1996). Although 
most research in the first two streams is related to choice 
between rival incompatible systems, the third studies why 
consumers adopt a given system (Majumdar and Venkatara- 
man 1998). Our study fits into this third research tradition. 

Marketing researchers have only recently begun to 
study indirect network effects (Basu, Mazumdar, and Raj 
2003; Gupta, Jain, and Sawhney 1999; LeNagard-Assayag 
and Manceau 2001; Nair, Chintagunta, and Dubé 2004), 
though the discipline has had a relatively longer tradition of 
studying direct network effects (e.g., Brynjolfsson and 
Kemerer 1996; Majumdar and Venkataraman 1998; Sun, 
Xie, and Cao 2004; Xie and Sirbu 1995).3 In addition, some 
marketing studies have focused on network effects per se, 
independently of whether they are direct or indirect (e.g., 
Shankar and Bayus 2003; Srinivasan, Lilien, and Ran- 
gaswamy 2004; Van den Bulte and Stremersch 2004). 

Tables 1 and 2 summarize the prior economics and mar- 
keting literature streams. Table 1 contains all empirical 
papers on indirect network effects and stipulates whether 
they study demand-side or supply-side indirect network 
effects or both; whether they define indirect network effects 
from only the demand side, only the supply side, or both; 
what the focal dependent and independent variables in their 
inquiry are; whether they use proxies to measure focal con- 
structs; how many markets they study; whether they have 
data from the introduction of the new technology; and 
which markets they study. Table 2 contains a selection of 
nonempirical papers on indirect network effects. It illus- 
trates what the main focus of this prior work is (whether on 
indirect network effects specifically or on network effects in 
general); what the method is (whether mathematical or con- 
ceptual); whether they define indirect network effects from 
only the demand side, only the supply side, or both; and 
which focal dependent and independent variables are 
included. Although this prior literature is valuable and 
insightful, it also shows some limitations. 

First, empirical analysis of indirect network effects is 
rare and, as Table 1 shows, is mostly limited to the study of 
one market. Of the 18 empirical studies of indirect network 
effects, 17 examine only one market, and only 1 (Gandal 
1995) examines two markets. This situation is probably due 
to a lack of data on both hardware sales and software avail- 
ability. Some authors even claim that such data are unavail- 
able (Putsis et al. 1997); others (6 of the 18 studies) use dis- 


3In direct network effects markets, the utility of the product 
depends directly on the number of others using the same product 


(Katz and Shapiro 1985). 


tant proxies, such as the amount of advertising (Gandal, 
Greenstein, and Salant 1999); and still others have modeled 
indirect network effects as if they were direct network 
effects (Hartman and Teece 1990; Ohashi 2003; Park 2004; 
Shankar and Bayus 2003). Authors often also do not use 
data from the introduction of the new technology (rare 
exceptions are Dranove and Gandal 2003; LeNagard- 
Assayag and Manceau 2001), leading to potential left- 
censoring biases. Frequently, authors have modeled only 
one side of indirect network effects, most often the effect of 
software availability on hardware sales (demand-side indi- 
rect network effects). Moreover, the literature is diverse and 
inconsistent as to the definition of indirect network effects. 
Many papers do not even explicitly state a definition of 
indirect network effects, and others provide (inexplicitly) 
multiple definitions (see the variation on the definition of 
indirect network effects in Tables 1 and 2). The literature is 
also inconsistent as to the empirical models employed (see 
the list of dependent and independent variables in Table 1). 
Thus, we conclude that the literature lacks a unifying 
framework to examine indirect network effects empirically. 

Second, although the chicken-and-egg paradox is cited a 
lot, it is unclear how it is resolved. Many business analysts 
(e.g., Midgette 1997; Tam 2000; Yoder 1990; Ziegler 1994 
[all in The Wall Street Journal]) and academics (Bayus 
1987; Bucklin and Sengupta 1993; Clements 2004; Frels, 
Shervani, and Srivastava 2003; Sengupta 1998) have casu- 
ally observed that a critical mass of software titles is 
required for hardware sales to take off. Takeoff is the point 
of transition between the introduction stage and the growth 
stage of a growth curve (Golder and Tellis 1997). Several 
academics (e.g., Church and Gandal 1992b) have made 
similar arguments based on theoretical models. However, to 
our knowledge, no one has empirically examined whether 
software availability leads hardware sales, or vice versa. 

In this article, we aim to fill these voids. To do so, we 
examine the temporal pattern of indirect network effects 
across multiple markets using secondary data and based on 
prior theories developed in economics and marketing. We 
constructed a database on both hardware sales and software 
availability for nine markets dating back to their inception: 
black-and-white television, CD, CD-ROM, color television, 
DVD, Game Boy, i-mode, Internet (World Wide Web 
[WWW)), and laser disc (for a detailed description of the 
data, see the Appendix). 

The next section of the article develops the theoretical 
background of this study. Then, we detail the data used. 
This is followed by our empirical analysis. We conclude by 
summarizing the results, presenting the implications and 
limitations of our study, and discussing avenues for further 
research. 


Theoretical Background 


The essence of indirect network effects theory is the under- 
standing that software and hardware form a system (Chou 
and Shy 1996; Economides 1989; Katz and Shapiro 1994). 
As they form a system, the supply of software and the 
demand for hardware may affect each other in accordance 
with a specific temporal pattern. Both may also be affected 
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by other variables. For example, the supply of software may 
be affected by the supply of software in previous periods, 
and hardware sales may be affected by its price and previ- 
ous hardware sales. 


Indirect Network Effects 


The theory of indirect network effects argues that the sup- 
ply of software and the demand for hardware affect each 
other. The amount of software that is available for a certain 
technology has a positive influence on the utility of the 
entire hardware-software system to the consumer (Church 
and Gandal 1992b; Katz and Shapiro 1985), drawing more 
new adopters to adopt the new hardware (Rogers 1995) and 
thus increasing hardware sales and the installed base of 
hardware. In turn, the hardware installed base positively 
affects software companies' decisions to make software 
titles available (Church and Gandal 1993; Gandal 2002). 
The more consumers who adopt the hardware product, the 
larger is the market potential for software products for that 
particular hardware product, and thus the Jarger is the impe- 
tus for software companies to provide software titles for the 
hardware. 

Our in-depth review of the literature of indirect network 
effects (see Tables 1 and 2) suggests at least three forms of 
indirect network effects, depending on the conditions 
authors have imposed to define them. We call these forms 
“demand-side indirect network effects,” “supply-side indi- 
rect network effects,” and “demand- and supply-side indi- 
rect network effects.” Demand-side indirect network effects 
mean that software availability significantly and positively 
affects hardware utility of an individual consumer and, 
therefore, at the aggregate level, hardware sales. Supply- 
side indirect network effects imply that the hardware 
installed base significantly and positively affects the soft- 
ware provision by software manufacturers and, therefore, at 
the aggregate level, software availability. Demand- and 
supply-side indirect network effects imply that both charac- 
teristics exist. 


Temporal Pattern In Indirect Network Effects 


The temporal pattern in indirect network effects is impor- 
tant because it can indicate how the chicken-and-egg para- 
dox is resolved. Prior literature has not covered this issue in 
detail. At the same time, academic scholars and business 
analysts have expressed different opinions about this tem- 
poral pattern. 

A first opinion expressed is that given the extensive 
coordination between hardware and software manufactur- 
ers, growth of software availability coincides with growth in 
hardware sales (e.g., Katz and Sbapiro 1994). Government 
intervention may coordinate the actions of market partici- 
pants—both software and hardware—to achieve this. The 
guidelines of the Federal Communications Commission 
regarding new broadcasting and radio technologies are an 
example. Hardware manufacturers may also give subsidies, 
kickbacks, and side payments to software manufacturers to 
fine-tune software availability to the hardware sales evolu- 
tion. In extreme cases, hardware manufacturers may even 
vertically integrate into the software industry. An example 
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is RCA’s ownership of NBC (when color television was 
introduced). 

Others have argued that growth in software availability 
may precede growth of hardware sales (Bayus 1987; Buck- 
lin and Sengupta 1993; Clements 2004; Frels, Shervani, and 
Srivastava 2003; Sengupta 1998). Church and Gandal 
(1992b) and several business analysts (Midgette 1997; Tam 
2000; Yoder 1990; Ziegler 1994) claim that software avail- 
ability needs to achieve a critical mass for hardware to 
become a viable alternative and for hardware sales to take 
off. The reason is that consumers need a sign of sufficient 
software availability before they adopt the hardware. More- 
over, software companies may invest in software provision 
before any marked hardware sales occur. For example, 
Microsoft invested in the CD-ROM long before any signifi- 
cant sales of CD-ROM hardware occurred. Because the 
CD-ROM was the first mass-market high-capacity medium 
that might prove useful in copyright protection, Microsoft 
envisioned the dramatic advantages it might have for soft- 
ware delivery and installation. 

Still other economists (e.g., Dranove and Gandal 2003) 
argue that software companies may balk at making software 
available for new hardware that has not yet taken off. In the 
early years of most new technologies, the benefits of the 
new technology are unclear to the software industry. More- 
over, different standards may be fighting for dominance, 
generating even more uncertainty for the software industry. 
The future mass acceptance of the hardware and, thus, the 
future profitability of software for the new technology are 
highly uncertain. Faced with such uncertainty, software 
companies are unlikely to commit substantial resources to 
making software available for the new hardware, especially 
if it requires a high, up-front, lump-sum investment (Ducey 
and Fratrik 1989). Software providers may make such 
investments only after hardware sales have taken off and 
grow rapidly, thus signaling the viability of the new 
hardware. 

At the same time, a critical mass of consumers who 
adopt the new hardware may develop before a sizable 
library of software is available; this may happen for several 
reasons. First, early adopters may like the “snob appeal” of 
owning new hardware (Tellis, Stremersch, and Yin 2003). 
Second, cascade effects may prompt consumers to buy new 
hardware because of their popularity among “opinion lead- 
ers” rather than their intrinsic utility (Golder and Tellis 
2004). Third, early adopters may create their own content 
(e.g., i-mode, Internet [WWW], VCR) after buying the 
hardware.‘ Fourth, a "killer" application (a single software 
application of high quality and popularity) may be avail- 
able, and as such, a sizable consumer segment “must own” 
the hardware, regardless of the sheer number of applications 
available (Frels, Shervani, and Srivastava 2003). 


Other Effects 


When indirect network effects are empirically examined, 
other considerations come into play as well on both the 
hardware and the software side. On the hardware side, it is 


4We thank a reviewer for this insight 


also necessary to account for the price of the hardware and 
prior hardware sales.5 Hardware price affects the affordabil- 
ity of the new technology, which may affect consumers’ 
adoption of the hardware and, thus, future sales (Golder and 
Tellis 1998). Prior hardware sales may affect future hard- 
ware sales for several reasons. The most salient reason is 
probably social contagion, in that prior hardware adoptions 
influence future hardware adoptions through either learning 
under uncertainty or status considerations (Van den Bulte 
and Stremersch 2004). However, there can be several other 
reasons as well, such as market inertia. 

On the software side, two variables may affect software 
availability. First, prior software availability may have an 
influence on future software availability, though the direc- 
tion of the influence may be unclear a priori (Chou and Shy 
1996; Church and Gandal 1992b). It may be positive 
because higher prior software availability is likely to 
increase the utility of the new hardware, increasing the 
future sales software that providers may expect and, conse- 
quently, encouraging them to make more software available 
(Ше “network” effect). It may also be negative because 
higher prior software availability yields more intense com- 
petition among software providers, decreasing the margins 
that software providers can make on their software and, 
consequently, discouraging them from making more soft- 
ware available (the “competition” effect). Second, software 
costs may affect software availability decisions by software 
providers. High costs involved in providing software for a 
new technology may discourage software provision by soft- 
ware companies. 


Data 


Data Collection 


To collect data for this study, we conducted extensive 
archival research. The data collection took a great deal of 
time and effort because for each market, we needed data on 
hardware sales (and/or hardware installed base), software 
availability, and hardware prices from the time of introduc- 
tion. As Table 1 shows, prior empirical research has most 
often examined the effect of software availability on hard- 
ware sales to test for demand-side indirect network effects 
and the effect of hardware installed base on software avail- 
ability to test for supply-side indirect network effects. We 
attempted to obtain these variables rather than any other 
proxies, as some prior scholars have done (again, see Table 


1). 


5It could also be argued that software price affects consumers’ 
utility and, thus, hardware sales. Although this argument is valid, 
in most cases, software prices are small (or even equal to zero, 
such as in broadcasting or Internet content) compared with hard- 
ware prices. Furthermore, in most cases, it is more difficult to 
obtain information on average software price than on average 
hardware price. Moreover, variation over time may be less in soft- 
ware price than in hardware price. The production of software is 
likely characterized by high up-front investments and low repro- 
duction costs. Combined with intense competition, software prices 
are likely to be low (Shapiro and Varian 1998). 


We used the following procedure to obtain our data: 
First, we examined the published literature on consumer 
electronics (e.g., Ducey and Fratrik 1989; Golder and Tellis 
1997). Second, we examined statistical yearbooks (e.g., 
Broadcasting and Cable Yearbook, TV Factbook, Broad- 
casting Yearbook, International TV and Video Almanac, 
CD-ROM Directory) in the libraries of two large U.S. 
research universities. Some of these sources are also avail- 
able electronically but only for more recent years. Third, we 
contacted organizations directly to assess and access their 
data archives. Our search led us through approximately 30 
public institutions and their libraries (e.g., the United 
Nations, the U.S. Federal Communications Commission, 
U.S. Senate Committees, recording and broadcasting asso- 
ciations, consumer electronics manufacturers' associations) 
and approximately 20 private companies, such as market 
research companies, media consultants, and manufacturers 
or software providers. For example, NPD, a leading 
research company for marketing and sales information, gra- 
ciously provided us with hardware sales data and software 
availability data for Game Boy. In addition, we tried to 
combine different sources to check for consistency in the 
data series. 


Characteristics of the Sample 


For this study, we focused on consumer electronics because 
economic and marketing researchers claim that this class of 
products shows substantial indirect network effects (Church 
and Gandal 1993; Ducey and Fratrik 1989; Farrell et al. 
1992; Gupta, Jain, and Sawhney 1999). Although we tried 
to gather data on all consumer electronics markets post- 
World War II, we were able to gather annual data on only 
the following nine network markets: black-and-white televi- 
sion, CD, CD-ROM, color television, DVD, Game Boy, 
i-mode, Internet (WWW), and laser disc. The markets we 
have data on vary widely from music to video entertainment 
and information and communications technology to broad- 
casting. These markets also have the feature of diversity in 
market structure, for example, in the number of manufactur- 
ers (from one, Nintendo, for Game Boy to many for televi- 
sion sets and Internet [WWW]) and in the amount of gov- 
ernment involvement (from relatively high in television 
broadcasting to low in CD or DVD). 

All data are from the United States, except for three 
markets: CD, laser disc, and i-mode. Data on CD and laser 
disc title availability were unavailable for the United States 
from their introduction (even after many consultations with 
the industry and leading publishers), but data were available 
for CDs in the United Kingdom (which is also a lead market 
in music) and for laser disc in Japan (which is a lead market 
in the most popular laser disc applications, such as 
Karaoke). Data on i-mode were not available for the 
United States, but they were available for the lead market 
for i-mode, Japan. 

The precise measures for all our variables and their 
sources appear in the Appendix. For some markets, we 


6For the CD market, the main problem with the U.S. data is that 
the number of CDs released by independent labels is unavailable, 
which is approximately one-third to one-quarter of the CD market. 
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derived hardware installed base from hardware sales by tak- 
ing the cumulative sales, because data on the hardware 
installed base were unavailable. Such derivation assumes 
that there are no replacement sales, which 1s likely in many 
of our markets because we study the early diffusion 
process, in line with prior literature (Clements and Ohashi 
2005; Dranove and Gandal 2003; Gandal, Kende, and Rob 
2000; Hartman and Teece 1990; Nair, Chintagunta, and 
Dubé 2004; Shankar and Bayus 2003). 

Our measures for software availability are consistent 
with measures that other scholars have used. For example, 
Nair, Chintagunta, and Dubé (2004) use the number of soft- 
ware titles available for different personal digital assistant 
platforms. Basu, Mazumdar, and Raj (2003), LeNagard- 
Assayag and Manceau (2001), and Gandal, Kende, and Rob 
(2000) use the number of available CD titles. 

Our measures for hardware prices are the average prices 
across brands, again similar to prior literature (LeNagard- 
Assayag and Manceau 2001; Shankar and Bayus 2003). For 
three markets, our measure for price shows specific limita- 
tions. In the CD market, we were unable to obtain hardware 
prices from the United Kingdom. Because we assume that 
the U.K. market has undergone a similar CD player price 
pattern as the United States (e.g., because CD player brands 
are global players with global manufacturing capacity that 
determines their prices), we included the U.S. CD player 
price as a proxy. In the i-mode market, we included the 
average price of i-mode handsets; this does not include 
access fees, for which we could not obtain data. In the Inter- 
net (WWW) market, we included the average price of a 
(fax) modem because this is the hardware component, and 
we made abstraction of the average price of Internet access. 

We display all our data graphically in the subsequent 
results section, in which we normalized the series by divid- 
ing the values by the maximum value in the series. This 
normalization enables better comparison and graphic con- 
clusions while also retaining the confidentiality required to 
obtain some of the data. 


Empirical Analysis 


There are two ways the theoretical framework we presented 
can be empirically analyzed. First, the focus can be on the 
concept of takeoff, and the takeoff of hardware sales can be 
contrasted with the takeoff of software availability. Second, 
a time-series model based on the notion of Granger (1969) 
causality can be conceptualized. We apply both techniques 
and discuss each in turn. We end by relating our findings to 
the historical industry development, lending further cre- 
dence to the pattern we found. 


Takeoff Analysis 


This section explores takeoff in indirect network effects 
markets. First, we derive the concept of takeoff and develop 
its usefulness in empirically examining the previously 
derived theory. Second, we present the measurement of 
takeoff, after which we discuss the findings. 


Conceptual. Initially, sales of a new product are typi- 
cally flat. After some time, a critical mass of adopters may 
develop, causing sales to show a distinct takeoff (Golder 
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and Tellis 1997; Rohlfs 2001; Shapiro and Varian 1998).7 
The concept of critical mass has its roots in physics, in 
which it refers to the point of no return after which nuclear 
fusion becomes self-sustaining, and it has subsequently 
been adopted in sociology, in which it refers to the mini- 
mum level of activity needed to make an activity self- 
sustaining (Schelling 1978). Thus, new product takeoff is 
followed by rapid self-sustaining growth, in which addi- 
tional consumers adopt the new technology until the market 
is saturated and sales show a decline (Golder and Tellis 
2004). Hardware sales takeoff has been recognized as an 
important phenomenon in the marketing literature (Agarwal 
and Bayus 2002; Golder and Tellis 1997; Tellis, Stremersch, 
and Yin 2003). 

Scholars have argued that the critical mass concept, and 
thus takeoff, is pronounced in markets that are strongly 
influenced by interdependence of players, as is the case in 
system markets (Andreozzi 2004; Granovetter 1978; 
Valente 1995). This fits the diffusion literature in marketing, 
which has found that diffusion curves are more pro- 
nouncedly S shaped in markets with competing standards 
(Van den Bulte 2000; Van den Bulte and Stremersch 2004). 

In markets with direct network effects, the utility of the 
product to consumers depends on the number of prior 
adopters. Thus, the critical mass is a certain number of 
adopters (Katz and Shapiro 1986). In markets with indirect 
network effects, there is interdependence between the utility 
an adopter derives from the system and the number of other 
adopters of the system because of the availability of com- 
plementary products (Katz and Shapiro 1986a; Srinivasan, 
Lilien, and Rangaswamy 2004). Thus, markets with indirect 
network effects exhibit critical mass not only in consumer 
adoption of hardware (i.e., the demand side) but also in the 
amount of available software (1.е., the supply side). There- 
fore, software availability may show a pattern similar to 
hardware sales. At first, software companies may balk at 
providing software because they doubt the viability of the 
new technology. After some time, a critical mass of soft- 
ware availability may develop, and software availability 
will show a distinct takeoff. Prior business analysts (e.g., 
Midgette 1997; Tam 2000; Yoder 1990; Ziegler 1994) and 
academics (e.g., Church and Gandal 1992b) have made ref- 
erence to such phenomenon without examining it in depth. 

In terms of the chicken-and-egg paradox, the takeoff in 
both hardware sales and software availability is an impor- 
tant event in indirect network effects markets. The order of 
takeoff of hardware sales and software availability may pro- 
vide insight into the temporal pattern of indirect network 
effects. As we stipulated in our theoretical framework, prior 
theory is ex ante indeterminate as to what the temporal pat- 
tern may be, or in popular terms, What came first, the 
chicken or the egg? The empirical study of the temporal 
order in which takeoff of software availability and hardware 
sales occurs may provide a preliminary answer. 


7Threshold” and “critical mass" are terms that are used inter- 
changeably 1n the sociology and economics literature (Macy 1991; 
Witt 1997). For clarity, we consistently use the term "critical 
mass.” 


Measurement. Most prior research has identified takeoff 
using heuristics, such as the rules developed by Golder and 
Tellis (1997), Stremersch and Tellis (2004), and Tellis, 
Stremersch, and Yin (2003). For an exception, see Agarwal 
and Bayus (2002). The spirit of these rules was to call take- 
off the first time hardware sales crossed a boundary growth 
percentage, after the base sales were taken into account 
(past sales, as in Golder and Tellis [1997], or penetration, as 
in Stremersch and Tellis [2004] and Tellis, Stremersch, and 
Yin [2003]). The reason is that growth of 400% is not that 
significant when it entails unit sales growth from 100 to 500 
units, but it is significant when it entails unit sales growth 
from 50,000 to 250,000. 

We face two issues in applying these rules to our data, 
which encompass hardware sales and software availability. 
First, there is no natural base against which to benchmark 
growth of software availability. For example, 10,000 i-mode 
sites may be high, whereas 10,000 Internet hosts may be 
extremely low. Second, we have no prior guidance on 
whether the growth percentages set forth by these prior 
studies actually make sense for software availability, 
because they were developed as heuristics for consumer 
durable sales. 

We define takeoff of hardware sales as the year in which 
the ratio of change in the growth of sales relative to base 
sales reaches its maximum before the inflection point in 
hardware sales. To clarify, change in sales growth is akin to 
acceleration in sales and is equal to the second difference in 
sales. Thus, takeoff is the year in which the ratio of the sec- 
ond difference in hardware sales to hardware sales itself is 
at its maximum. Note that this rule is similar in spirit to the 
rule that Golder and Tellis (1997) provide in their Appen- 
dix. Analogously, we define takeoff in software availability 
as the year in which the ratio of change in the growth of 
software availability relative to base software availability 
reaches its maximum before the inflection point in software 
availability. 

Prior studies on takeoff contain four of our nine series 
on hardware sales. Our identification of the year of takeoff 
is identical or at least similar to that of prior studies in three 
of the four cases: For CD player sales, it is identical to that 
of Tellis, Stremersch, and Yin (2003); for CD-ROM sales, it 
is identical to that of Golder and Tellis (1997); and for 
black-and-white television set sales, it is one year earlier 
than that of Golder and Tellis (1997). These results provide 
face validity to our method. For color television set sales, 
our identification of takeoff is six years earlier than that of 
Golder and Tellis (1997). These prior studies also find that 
takeoff identified through their heuristic coincided with that 
from visual inspection in more than 90% of the cases. In 
our case, the heuristic rule for takeoff matches visual 
inspection in all cases (see Figure 1). 

Findings. Table 3 provides an overview of the takeoff in 
all markets, and Figure 1 displays them graphically. A com- 
parison of Columns 4 and 7 of Table 3 with the arrows in 
Figure 1 shows that for five of the nine markets (black-and- 
white television, CD, i-mode, Internet [WWW], and laser 
disc), hardware sales take off before software availability 
does. For three of the nine markets (color television, DVD, 
and Game Boy), hardware sales take off at the same time as 


software availability does. For one of the nine markets (CD- 
ROM), hardware sales take off after software availability 
does. Columns 5 and 8 of Table 3 show the amount of avail- 
able software when hardware sales took off and the level of 
hardware sales when software availability took off. 

We conclude that for the nine markets we examined, 
hardware sales takeoff leads or coincides with software 
availability takeoff (except in the case of CD-ROM). More- 
over, Table 3 shows that hardware sales can take off at low 
levels of software availability. For example, we find that 
sales of television sets took off with only seven stations on 
air. This level is low compared with the more than 1000 
television stations today. It is also low compared with the 
2000-plus radio stations in 1947 (the year of takeoff for 
black-and-white television sets). Color television took off 
with even remarkably less software (again, admittedly judg- 
mental); namely, there were only 560 hours a year of broad- 
cast in color for the entire United States. 

However, the analysis of takeoffs provides only a lim- 
ited picture on indirect network effects in these markets for 
several reasons. First, although we find a clear temporal 
pattern between takeoffs, it does not prove that indirect net- 
work effects actually exist in these markets. Second, caution 
must be used regarding the temporal pattern we find. As our 
research and prior research shows (e.g., Tellis, Stremersch, 
and Yin 2003), uncertainty of several years may surround 
the identification of takeoff. Thus, a difference of one year 
between the takeoff in hardware sales and the takeoff in 
software availability is statistically not very meaningful. 
Third, although drops in hardware prices seem to coincide 
with takeoff in hardware sales (similar to Golder and Tellis 
1997), our takeoff analysis is a pure bivariate exercise into 
the temporal pattern of takeoffs. Given all these limitations, 
our takeoff analysis should be interpreted with caution. To 
address these limitations, we next develop a more sophisti- 
cated econometric time-series model to examine indirect 
network effects. This time-series analysis provides other 
benefits. It enables us to examine the temporal pattern of 
indirect network effects, while accounting for the entire his- 
tory of a market rather than merely one point that is the 
takeoff. Furthermore, it enables us to include other variables 
that may affect hardware sales, such as prior hardware sales 
and hardware price. 


Time-Serles Analysis 


This section develops a time-series analysis to examine 
indirect network effects and their temporal pattern. First, we 
conceptualize the modeling framework, after which we turn 
to the model specification. Second, we present the findings 
from estimating the model and discuss some additional 
analyses we conducted. 


Conceptual. To examine the temporal pattern in indirect 
network effects empirically with aggregate-level secondary 
data, several considerations should guide the model speci- 
fication. First, because we test the model on actual 
aggregate-level market data, we need to make some further 
simplifications to the theory. We do not have data on con- 
sumer utility, because such data can be obtained only 
through experiments, surveys, or panels. We also do not 
have data on the profits software companies expect. Such 
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FIGURE 1 


Graphical Illustration of the Sample 
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takeoff. 


data would be difficult to gather using any empirical 
methodology. Regarding price, there are often data on only 
the hardware price and not the software price. Software 
price is often complex, and thus it is difficult to obtain reli- 
able software price information. However, it is often of 
minor importance, and its omission may not seriously com- 
promise the conclusions of the model. We also do not have 
information on software costs, because it is proprietary to 
software firms. Thus, the ideal empirical mode] to examine 
the indirect network effects on secondary data reduces to 
the model in Figure 2. This model assumes, rather than 
tests, that the influence of software availability and hard- 
ware price on hardware sales occurs through consumers’ 
utility considerations; it also assumes, rather than tests, that 
the influence of previous hardware installed base and soft- 


ware availability on future software availability occurs 
through software providers’ profit considerations. In addi- 
tion, it makes abstraction of both software costs and soft- 
ware prices. 

Second, given our interest in the temporal pattern of 
indirect network effects, we refer to the notion of Granger 
(1969) causality. A process x, is said to Granger cause a 
process y; if future values of y, can be better predicted using 
both the prior values of process x, and process y, than 
merely the prior values of the process y,. In mathematical 
formulation, x, does not Granger cause y, if 


(1) flyt- 1, х1) = Кују, – 1). 


In such а case, lagged values of x, до not add any informa- 
tion to the explanation of the movements in y, beyond the 
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TABLE 3 
Takeoff Analysis Results 








Hardware Sales Software Availabllity 
Software Hardware Sales 
Time to Availability Time to at Software 
Introduction Takeoff Takeoff atHardware Takeoff Takeoff Availability 
Market Year Year (Іп Years) Sales Takeoff Year (in Years) Takeoff 
Black-and-white television 1939 1947 8 7 stations on air 1948 9 970,000 unit 
sales 
CD 1983 1985 2 5000 tiles 1988 5 770,000 unit 
sales 
CD-ROM 1985 1990 5 1522 titles 1988 3 20,000 unit 
sales 
Color television 1954 1956 2 560 hours In 1956 2 100,000 unit 
color sales 
DVD 1997 1999 2 3084 titles 1999 2 3,095,654 unlt 
sales 
Game Boy 1989 1991 2 156 games 1991 2 4.4 million unit 
sales 
i-mode 1999 2000 1 10,000 sites 2001 2 23,039,000 
subscribers 
Internet (WWW) 1991 1994 3 2,217,000 hosts 1995 4 25 mililon 
_ subscribers 
Laser disc 1981 1983 2 649 titles 1985 4 229,012 unit 
А sales 
FIGURE 2 log-transformed data. Prior network effects models also 
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prior value y, itself. The principle of Granger causality rests 
on the extent to which a process x, leads a process y,. To 
include this notion of Granger causality in our model 
specification, we lag all independent variables in our 
models. 

Third, nonlinearities may be expected (see Figure 1). 
Therefore, we should use a log-transformation to linearize 
the model in most, if not all, cases. 

Fourth, our model is a growth model, and thus, as time 
passes, the processes we study might be expected to 
approach a certain maximum value (Franses 1998). For this 
reason, our model also needs to capture a nonlinear trend, 
which we can easily obtain by including a linear trend in 
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include a trend (e.g., Basu, Mazumdar, and Raj 2003; Gan- 
dal 1994; Shy 2001). Next, we formally specify our model 
on the basis of these considerations. 


Model. We specify the following model: 


Q) log(SH) = а: Bxlog(SE. 1) + y x log(AS_,) 


+ pXlog(PE ,)+5xt+e,, and 
(3) log(AS) = v+Ax log(AS_,) +17 log(BE_,)+txt+G,, 


in which 58 is hardware sales at time t, AS is software avail- 
ability at time t, PHis price of the hardware at time t, IB} is 
hardware installed base at time t, а, and v are intercepts, and 
б and т capture the time trend. This model specification is a 
flexible time-series model, which we estimate for each mar- 
ket separately, using seemingly unrelated regression. 


Findings. Table 4 shows the results from estimating 
Equations 2 and 3. The fit statistics for all models are satis- 
factory. The adjusted R-square ranges from .75 to .99. The 
models also seem to behave well because there is only one 
effect that seems implausible—namely, the negative coeffi- 
cient for prior software availability on future hardware sales 
in the Game Boy market. 

Theoretically, the most notable result is that we find that 
prior hardware installed base significantly and positively 
affects (or “leads” in Granger terminology) future software 
availability in five of the nine markets we examined: black- 
and-white television, CD, Game Boy, Internet (WWW), and 
laser disc. Only one of these markets shows the presence of 
both demand- and supply-side indirect network effects: CD. 
None of the markets we study show only demand-side indi- 


TABLE 4 


Time-Series Analysis Results 
Black-and-White 
Television CD CD-ROM Color Television DVD 
log(S) log(AP) 109(3Н) log(AP) log(SP) log(AP) log(Si) log(AP) log(S}) log(AP) 
Intercept 13.38*** —71 1.40** 6.15*** 3.10 1.41 -7.92 4.417"  —2.69 4.57*** 
(4.05) (62) (.57) (.38) (10.21) (1.62) (13.18) (1.00) (14.89) (42) 
Time .00 .17* —.24*** 237" 97 -18 51 ЛӘ" -.19 .19*** 
(.07) (.09) (.02) (.02) (58) (.35) (20)  (.06) (31) (04) 
log(St_,) .69*** i" —.09 .54* .58 
i (11) (.03) (11) (.28) (.44) 
Іо9(АЗ 1) —.39 .15 7 .08 13 .95*** —.87  —07 .83 .38* 
(.32) (.24) (.05) (.07) (.65) (.25) (60)  (.40) (47) (18) 
log(IBE. .) 225 .03 14 01 
(PH 1.28 at 04 = 54 P 2.69 uu 72 Ки 
[о —1. – Д i х 
ge) (.87) (.08) (1.37) (2.38) (1.88) 
Adjusted R-square .96 .95 .99 .99 .91 96 91 92 .99 99 
Number of observations 11 11 11 11 8 8 11 11 7 7 
Game Boy 1-то4е Internet (WWW) Laser Disc 
log(S#) — log(AP) log(S})  100(АР) log(S}) log(Af) _ 109(5Н) — log(AP) 
Intercept 7.04*** —10.65* 51.54 1.60*** —60.16 —.43 —4.69 .33 
(1.88) (5.13) (46.25) (.22) (50.58) (1.92) (4.90) (.69) 
Time 137“ .02 -.30 01 —.36 17 .03 13“ 
(.03) (.03) (1.70) (.01) (.48) (11) (.05) (.03) 
log(St_,) .66** —25 .86* A7* 
(.26) (2.08) (.48) (.23) 
log(AS_,) —42** —.32 3.95 74 1.34 —04 .30 —.28 
(.18) (.24) (20.99) (.69) (1.25) (.41) (.30) (.25) 
log(IBE_,) 1.41” —.06 .96** .70*** 
(.41) (.09) (.36) (.19) 
log(PH 4) —.13 —4.11 8.57 75 
(.61) (4.21) (6.94) (.43) 
Adjusted R-square 77 .99 .82 98 75 .99 99 99 
Number of observations 15 15 6 6 11 11 9 9 


*p « .10 (two-sided tests). 
**p « .05 (two-sided tests). 
***p < .01 (two-sided tests). 


rect network effects. This result also allows us to conclude 
that on the basis.of the operationalization of indirect net- 
work effects commonly used in the literature and applied in 
our model through the quantity of available software, 
demand- and supply-side indirect network effects are less 
pervasive in the markets we examined than is commonly 
assumed. We graphically represent our results in Figure 3. 
These results are consistent with our prior findings on 
takeoff. Of the five markets in which we found supply-side 
indirect network effects (again in Granger's terminology, in 
which hardware installed base leads software availability), 
four (black-and-white television, CD, Internet [WWW], and 
laser disc) show an earlier takeoff of hardware sales than of 
software availability. Conversely, in markets in which the 
time-series analysis did not show evidence of indirect net- 
work effects, the pattern is diverse; the takeoff of hardware 
sales of CD-ROM lagged the takeoff of CD-ROM software 
availability, the takeoff of hardware sales and the takeoff of 
software availability coincided in the cases of color televi- 


sion and DVD, and the takeoff of hardware sales preceded 
the takeoff in software availability in the case of i-mode. 
We next discuss the effects of the other variables we 
included. As would be expected, many of our markets 
(black-and-white television, CD, color television, Game 
Boy, Internet [WWW], and laser disc) show a positive influ- 
ence of prior hardware sales on future hardware sales, either 
because of contagion or other effects, such as inertia. Con- 
trary to what would be expected, hardware price does not 
play a major role in hardware sales growth. However, prior 
research has presented similar findings (Bayus, Kang, and 
Agarwal 2007). The explanation for these results may be 
that in many of the markets we study, hardware price is 
typically not prohibitive. The average hardware price at 
introduction for the markets we study was $570. When 
more expensive devices are considered, the impact of price 
will likely be more pronounced. Finally, we find that in two 
markets (CD-ROM and DVD), the effect of prior software 
availability on future software availability is positive and 
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FIGURE 3 
Indirect Network Effects in Nine Markets 
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significant, consistent with the network effect hypothesis. In 
the other markets, the coefficient is not significant, because 
prior software availability does not affect future software 
availability, because prior software availability affects 
future software availability both positively (the network 
effect) and negatively (the competition effect), or because 
prior software availability affects future software availabil- 
ity in a much more complex pattern than we modeled. 


Further analyses. We conducted several other analyses 
to examine how changes to the model might affect our con- 
clusions. First, it could be claimed that it would be better to 
work in first differences. However, econometric theory can- 
not offer clarity as to whether this approach is appropriate 
in our case, because conducting unit root tests is not infor- 
mative given the limited number of data points (Elliott, 
Rothenberg, and Stock 1996; Franses 1998). The estimates 
for the lagged terms of the models in Equations 2 and 3 (see 
Table 4) indicate that differencing may be inappropriate. 
The reason is that these estimates are far from 1, whereas 
differencing would impose these parameters to be equal to 
1. Prior authors in the indirect network effects literature 
typically do not difference either, with the exception of 
Gandal, Kende, and Rob (2000), who use it to check the 
robustness of their model. Nonetheless, we decided to con- 
duct these analyses and compare the estimates with our own 
from estimating the model in Equations 2 and 3. 

Our findings were as follows: First, we found weaker 
(nonsignificant or negative) evidence of indirect network 
effects for supply-side indirect network effects in the cases 
of black-and-white television and Internet (WWW) and for 
demand-side indirect network effects in the case of the CD 
player. We found stronger evidence of indirect network 
effects for supply-side indirect network effects in the case 
of color television and for demand-side indirect network 
effects in the case of CD-ROM. Second, we found many 
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effects to be implausible. We found one additional case 
(CD) in which indirect network effects were negative and 
two cases (CD-ROM and Internet [WWW)) in which prior 
hardware sales growth had a negative effect on future hard- 
ware sales growth. These findings hint that working in first 
differences is inappropriate. 

Second, we conducted many checks common in time- 
series analysis. Because Franses (2005) would categorize 
our model as a descriptive model, we focused our diagnos- 
tic tests on residual autocorrelation, heteroskedasticity, and 
omitted variables. These tests revealed relatively few prob- 
lems, considering the complexity of our model and the 
small number of observations. Thus, none of these tests 
revealed a need for revisions to our model specification. 


Historical Industry Analysis 


CD. We found strong demand- and supply-side indirect 
network effects in the CD market. This market has also 
been empirically examined the most. Our findings are in 
line with prior findings. LeNagard-Assayag and Manceau 
(2001) find that software availability has a positive, signifi- 
cant effect on consumers’ utility, and the hardware installed 
base has a positive, significant effect on software availabil- 
ity. Basu, Mazumdar, and Raj (2003) find that software 
availability has a positive, significant effect on hardware 
prices. Gandal, Kende, and Rob (2000) find that software 
availability has a positive, significant effect on hardware 
sales and that hardware sales have a positive, nonsignificant 
effect on software availability. 


Black-and-white television. In both the takeoff and the 
time-series analyses, we found that in this market, hardware 
leads software. The reason for these effects may lie in the 
massive investments that were involved in starting a televi- 
sion station. It required large outside revenue during the ini- 
tial years of massive losses. Therefore, many of the early 
stations were owned by television set manufacturers (e.g., 
General Electric, RCA). The revenues they used to sponsor 
these early television stations were generated by the sales of 
television sets (Sterling and Kittross 2002). Therefore, the 
positive, significant effect of hardware installed base on 
software availability need not come as a surprise. Con- 
versely, the sales of television sets were not affected much 
by the quantity of software available (as our time-series 
analysis shows) but rather by the technological appeal of 
television. Television was such a revolutionary new product 
that families gave their new television set a dominant loca- 
tion in their living room, and for the first couple of weeks, 
all members of the family marveled at the phenomenon 
(Sterling and Kittross 2002). 


Game Boy. We found that in the Game Boy market, 
hardware leads—though the takeoff analysis shows simulta- 
neous takeoffs in hardware sales and software availability, 
and the time-series analysis shows that prior hardware 
installed base positively affects future software availabil- 
ity—and positively affects software availability. Indepen- 
dent software providers respond strongly to the adoption of 
hardware (Nair, Chintagunta, and Dubé 2004), as was the 
case with Game Boy. Therefore, our finding that the avail- 
ability of Game Boy games grew as more consumers 


adopted the Game Boy seems logical. However, why did 
consumers not react to a growing catalog of Game Boy 
games? The answer: Tetris. Tetris is considered a killer 
application for the Game Boy (Allen 2003; Rowe 1999). 
Tens of millions of copies of Tetris have been sold since it 
was introduced simultaneously with the introduction of the 
Game Boy. It was often bundled with the Game Boy hard- 
ware itself. Thus, rather than the evolution in the full cata- 
log of titles available for Game Boy, the availability of one 
game, Tetris, fueled the Game Boy growth. 


Internet (WWW). In both the takeoff and the time-series 
analyses, we found that in the Internet (WWW) market, 
hardware leads software. Again, these findings seem logical 
when the industry evolution is considered. Internet users 
can easily become a software provider by the provision of 
online content (e.g., Web pages). Therefore, a growing 
installed base of users also automatically leads to a growing 
base of software providers and, thus, to more Internet hosts 
(e.g., Web servers providing Web pages). Conversely, why 
do we not find that Internet content stimulates growth in 
Internet (WWW) adoption? In the first year, the WWW 
already had 80,000 hosts that provided millions of Web 
pages to consumers, more than a single human can possibly 
read in a lifetime. Furthermore, people used the Internet for 
other types of communication. E-mail predated the birth of 
the WWW and was already an important application at the 
start of the WWW. 


Laser disc. In both the takeoff and the time-series analy- 
ses, we found that in the laser disc market, hardware leads 
software. The reason may be similar to the history of the 
black-and-white television. The most important provider of 
laser disc titles was the leading manufacturer of laser disc 
players (Pioneer) because laser disc publishing entailed a 
substantial start-up investment (McClure 1992, 1993a, b; 
McGowan 1994). Pioneer used hardware sales as a measure 
for how strong or weak the laser disc market was, and 
accordingly, it released a fitting number of titles on laser 
disc. Therefore, we find that prior hardware installed base 
positively affects future software availability. Conversely, 
the number of titles available does not affect future hard- 
ware sales. This is likely because most laser disc titles 
released in the 1980s (the period we study) were not very 
different from their VHS counterpart, lacking digital sound, 
widescreen, and "extras" (Dick 1990). The provision of 
such titles did not provide would-be laser disc owners with 
an opportunity to exploit laser disc players to their fullest 
potential. Thus, it gave would-be consumers little reason to 
purchase a laser disc player. Until 1993, laser disc titles 
could only be bought and could not be rented (McClure 
19932), which also made consumers less likely to react to 
an increase in title availability. 


CD-ROM. We found no evidence of a significant rela- 
tionship between software availability and hardware sales in 
the CD-ROM market. We also found that it is the only mar- 
ket in which software availability takes off before hardware 
sales take off. These findings are in line with the historical 
development of the CD-ROM market. The early support of 
Microsoft for the CD-ROM is well known, and the outcry 


of Bill Gates—“T have no idea what the future will bring for 
the CD-ROM, but I am willing to invest $1 billion just to 
find out!”—is notorious. Microsoft also hosted the first CD- 
ROM conferences and developed networks with other con- 
tent and software providers to write for the CD-ROM 
medium. Microsoft did all this before a substantial hard- 
ware installed base developed. Conversely, the evolution in 
hardware sales has been independent from that of software 
availability, probably because of technological compati- 
bility issues. The first multimedia personal computer speci- 
fications were announced at the start of the 1990s—CD- 
ROM was introduced in 1985—which also set a standard 
for connecting CD-ROM drives to IBM-compatible per- 
sonal computers. This eased customers' fears about incom- 
patibility. After years of anticipation, the CD-ROM was 
finally making its way into homes (Alpert 1992). 

Color television. We found no evidence of a significant 
relationship between software availability and hardware 
sales in the color television market. There may be two 
major reasons for this result. First, during the first ten years 
of color broadcasting, NBC was the only vivid supporter of 
color broadcasting among the major networks. In 1961, 
CBS and ABC provided their viewers with zero hours of 
color broadcasting (Ducey and Fratrik 1989). In 1964, NBC 
still delivered 9596 of all color broadcasting (Ducey and 
Fratrik 1989). Because NBC was the only supporter among 
the main national broadcasters, expansion in color broad- 
casting (by NBC alone) may not have had a major effect on 
consumers. Second, networks needed to invest a massive 
$30-$40 million (1960 dollars) to purchase the required 
color equipment, which still excluded additional invest- 
ments in new graphics, costumes, sets, and so on, that were 
needed as well when going color (Sterling and Kittross 
2002). Conversely, broadcasters did not perceive a major 
upside of color television that would match this massive 
investment. Broadcasters, such as ABC and CBS, did not 
expect it to expand the installed base of viewers or to 
increase the number of hours viewers watched television. 
Therefore, there was little incentive to react to growing 
color television set sales, with increasing color broadcast- 
ing, even more as the technology was backward compatible 
with black-and-white broadcasting. It was only when the 
majority of advertising was recorded in color that broad- 
casters began to invest in color broadcasting equipment 
(Sterling and Kittross 2002). 


DVD. For DVD, we found no evidence of a significant 
relationship between software availability and hardware 
sales. In addition, Dranove and Gandal (2003) examined the 
DVD market empirically. They used two proxies for soft- 
ware availability in the DVD market: (1) when a particular 
studio committed to releasing movies on DVD and (2) the 
percentage of U.S. box-office top 100 movies released on 
DVD. Only one (percentage of U.S. box-office top 100 
films released on DVD) of the two proxies had a positive, 
significant effect on hardware sales. Thus, the reason we do 
not find significant demand-side indirect network effects 
may be because of the killer application phenomenon we 
cited previously in our discussion of the Game Boy history. 
Consumers may care only about the top titles and the for- 


Indirect Network Effects In New Product Growth / 67 


mat on which they appear rather than the entire catalog of 
movies supporting a format. The reason we do not find 
supply-side indirect network effects may be due to the 
immense and early support the DVD technology received 
from the movie studios (Gandal 2002). Within 18 months 
after the introduction of the DVD format, all the major 
movie studios had adopted the DVD format (Dranove and 
Gandal 2003), and therefore additional hardware sales no 
longer had any impact on the major movie studios’ deci- 
sions to adopt the new DVD technology, making the supply 
of software largely independent of hardware sales. 


i-mode. For i-mode, we do not find any demand- or 
supply-side indirect network effects. NTT DoCoMo, the 
parent of i-mode, positioned i-mode essentially as an exten- 
sion of preexisting mobile phone services (Ratliff 2002); 
this may well have contributed to the finding that con- 
sumers do not seem to react to increases in the availability 
of i-mode services. New hardware characteristics, such as a 
built-in camera and i-mode’s “always-on” feature, may have 
been the main drivers behind hardware sales rather than the 
total number of i-mode sites. i-mode uses C-HTML (com- 
pact hypertext markup language), a form of HTML with a 
reduced instruction set, which eases the transition for con- 
tent providers from their already existing HTML Web sites 
to i-mode-ready content (Ratliff 2002). This low barrier to 
entry makes it easy and relatively profitable for content 
providers to render their services on i-mode handsets. With 
the required up-front investment to provide i-mode services 
being so small, service providers need only a small number 
of i-mode users to turn a profit. This may make their deci- 
sion to provide i-mode services largely independent of con- 
sumers’ hardware adoption. 


Discussion 


Summary of Findings 


This study has two main findings. First, we find that indi- 
rect network effects as commonly operationalized are less 
pervasive in the examined markets than expected on the 
basis of prior literature. This finding contrasts sharply with 
the “current wisdom” that the amount of available software 
is of critical importance to hardware sales growth (e.g., 
Church and Gandal 1992b; Gupta, Jain, and Sawhney 1999; 
Katz and Shapiro 1986a, 1994). 

Second, in most of the markets we examined, hardware 
sales lead software availability, whereas the reverse almost 
never happens. These findings illuminate the temporal pat- 
tern of indirect network effects, underlying the chicken- 
and-egg paradox, which has never been empirically exam- 
ined. They contradict the widely held view that software 
availability should lead hardware sales (Bayus 1987; Buck- 
lin and Sengupta 1993; Clements 2004; Frels, Shervani, and 
Srivastava 2003; Midgette 1997; Sengupta 1998; Tam 2000; 
Yoder 1990; Ziegler 1994). 

Although there may be many reasons underlying our 
results, including sampling issues and method artifacts, 
given the variation in the markets we examined and the con- 
sistency of our findings across methods (takeoff, time 
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series, and historical case detail), the most credible is that a 
considerable segment of consumers makes decisions to buy 
hardware relatively independently of the quantity of soft- 
ware available. Thus, a critical mass of hardware adopters 
may gather before a critical mass of software titles is avail- 
able. A probable reason may be the snob appeal of owning 
new hardware (Tellis, Stremersch, and Yin 2003). Other rea- 
sons may be cascade effects that prompt consumers to buy 
new hardware because of its popularity rather than its 
intrinsic utility (Golder and Tellis 2004) or because users 
can create their own content after buying the hardware. It 
may also be that a killer application is available, which 
impels a sizable consumer segment to own the hardware 
regardless of the sheer number of applications available 
(Frels, Shervani, and Srivastava 2003; Williams 2002). 


Implications 


To firms, the most important implication is that hardware 
manufacturers should not overstate the importance of soft- 
ware quantity. Rather, hardware manufacturers should take 
their fate into their own hands and produce high-quality 
technology with a few (not necessarily many) exciting 
applications rather than aiming for wide availability of a 
huge library of software. For example, our results contradict 
previous calls for hardware manufacturers to pay a lot (in 
the form of kickbacks and subsidies) to get software com- 
panies to provide a huge library of titles. 

In terms of public policy, our study is relevant to gov- 
ernment intervention in indirect network effects markets. 
Often, governments or public institutions are under pressure 
to intervene in indirect network effects markets to improve 
coordination between hardware and software companies. 
Critics claim that the lack of coordination, especially in 
terms of availability of software, can slow down the takeoff 
of the new technology. This claim is difficult to maintain in 
view of our findings. In contrast, we find that in many mar- 
kets, hardware sales take off before software availability 
does and, in some markets, at limited quantities of available 
software. In our time-series analysis, we also found that 
hardware sales mostly lead software availability rather than 
software availability leading hardware installed base. 
"Therefore, an important argument for government interven- 
tion fades. Conversely, if intervention were necessary, it 
might take the form of subsidizing the cost of new hard- 
ware. Although such subsidies may not be reasonable for 
entertainment products, they might be appealing for prod- 
ucts with social benefits, such as electric or hydrogen- 
powered cars. 

For academics, the weak evidence we found using tradi- 
tional operationalizations of indirect network effects and 
based on a long tradition in economics (Church and Gandal 
1992a, b; Gandal, Kende, and Rob 2000) fits into new con- 
ceptualizations of indirect network effects that may prove 
more powerful. A first conceptualization is to examine soft- 
ware quality rather than quantity. Our case detail illustrates 
that in some cases (e.g., Tetris in the case of Game Boy), 
quantity does not matter, but the presence of killer applica- 
tions does. There is little scholarly research that examines 
the role of killer applications, though the phenomenon is 


deemed to be important, especially in certain industries, 
such as the video game console market. A second conceptu- 
alization may revolve around the notion that network effects 
may be more restricted in scope than previously assumed 
(Tucker 2006). As such, the entire catalog of software may 
not be relevant to consumers, but only a small selection of it 
may be (e.g., a genre). A third conceptualization may 
revolve around the notion of thresholds. Software availabil- 
ity may need to cross a threshold at introduction to make 
the technology credible. Research that extends indirect net- 
work effects in these directions may be impactful. 


Limitations 


This article examines a complex phenomenon in an area in 
which data are scarce. It is easy to point to its limitations, 
which we hope further research will address. First, because 
of data limitations, we could not include other important 
explanatory variables, such as software price, software 
costs, or software and hardware entry, nor could we address 
possible threshold effects (see also Bayus 1987). We were 
also unable to test the underlying theoretical mechanisms of 


our model, such as consumers’ utility considerations and 
software providers’ profitability considerations. 

Second, we study only nine network markets. Although 
this is a relatively small sample, it compares favorably with 
prior studies in this area that examine only one or two 
markets. 

Third, we study only surviving technologies. Further 
research that studies the role of indirect network effects in 
new technology failure would be worthwhile. 

Fourth, we focused on countries that can be considered 
lead countries in the given technology. It would be worth- 
while to examine whether uncertainty from indirect net- 
work effects is lower in lag countries than in lead countries. 
Research that focuses on indirect network effects in an 
international setting would be most fruitful. 

Fifth, the role of consumer expectations is of great 
importance in indirect network effects markets. However, 
we do not include it in our model because of data limita- 


` tions. Incorporating consumer expectations in future models 


might provide new insights. 
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Xueming Luo 


Consumer Negative Voice and Firm- 
Idiosyncratic Stock Returns 


Prior research has largely focused on the positive side of customer experience, such as satisfaction. In contrast, 
this study investigates the negative side of customer experience and tests the harmful impact of consumer negative 
voice on firms’ stock returns. Based on a longitudinal real-world data set that matches consumer negative voice 
(complaint records) in the airline industry with firm stock prices, this article finds that higher levels of current 
consumer negative voice harm firms’ future idiosyncratic stock returns. In addition, this harmful impact is robust 
(albeit different across airline companies) after latent heterogeneity and traditional finance fundamentals are 
considered. These findings enable marketers and corporate financers to be more confident with customer equity 
theory and customer relationship management. In addition, armed with "hard" data (record-based, longitudinal), this 
research helps relleve criticisms against prior studies that are based on "soft" data (survey-based, cross-sectional). 
To financial analysts, this research suggests that, all else being equal, they should rate downward the stocks of 
firms that are shadowed by harmful consumer negative voice. In today's high-tech environment with blogs and 
online forums, the damage caused by negative voice may be nontrivlal and should not be ignored. Overall, this 
research demonstrates to managers that investments in reducing consumer negative voice could indeed make 
financial sense in terms of promoting firm-idiosyncratic stock returns. 


ere is little doubt that customer experience manage- Both academic research and the trade press suggest that 

| ment represents an essential task for marketing prac- it is more important to investigate negative customer experi- 
titioners (Rust, Lemon, and Zeithaml 2004). ence (i.e., consumer negative voice) than positive experi- 
Research over the past 70 years has largely focused on the ence (i.e., customer satisfaction). For example, prior 
positive side of customer experience, such as satisfaction research on negative word of mouth (NWOM) has explic- 


(Fornell et al. 2006; Luo and Homburg 2007; Nixon 1936). itly surmised that “unfavorable information about products 
This study examines customer experience management tends to carry greater weight with prospective buyers than 
rather differently. Specifically, it investigates the negative favorable information” (Mahajan, Muller, and Kerin 1984, 
side of customer experience and tests the harmful impact of p. 1389). Chevalier and Mayzlin (2006, p. 346) recently 
consumer negative voice on firm stock returns.! echoed that “negative review is more powerful in decreas- 
ing book sales than positive review is in increasing sales.” 

lFollowing prior studies (Godes and Mayzlin 2004; Richins Indeed, as prospect theory predicts, a negative, dissatisfying 
1983; Singh 1988), I refer to consumer negative voice as a manı- customer experience may matter even more than a positive, 
festation of consumer complaint responses to dissatisfaction of satisfying experience because “losses loom larger than 
consumption experience. Recent research across finance, strategy, gains” (Kahneman and Tversky 1979, p. 263; see also Ho, 
and marketing has shown that in addition to fundamentals, stock Lim, and Camerer 2006; Mittal, Ross, and Baldasare 1998; 


analysts are paying attention to nonfundamentals. For example, Homburg, Koschate, and Hoyer 2005). 

these nonfundamentals include customer satisfaction (Anderson, As the popular trade press points out, “You are never 
Fornell, and Mazvancheryl 2004; Fornell et al. 2006), advertising, n ћ 

and research and development (Chan, Lakonishok, and Sougiannis 80118 to please 100% of your customers... Your goal is to 
2001), among others. Parallel to these studies, the current research do the least damage [with less negative customer experi- 
uncovers another nonfundamental of consumer negative voice. епсе]” (Carter 2006, р. 32). In today’s high-technology- 
Indeed, financial investors may know about and pay attention to based blogosphere and Internet forums, unhappy customers 
consumer complaints in the airline industry because many differ- can unleash a flood of complaints and grievances against 


ent media reports (e.g., The Wall Street Journal, CNN, Yahoo 
Finance, Mrconsumer.com, Google.com) widely publicize the 
U.S. Department of Transportation (DOT) consumer complaints. 


corporations (Einhorn 2006). Paradoxically, much less 
attention has been given to consumer negative voice 
(Richins 1983; Wangenheim 2005). Indeed, to my knowl- 
edge, no published study has examined the impact of con- 
Xueming Luo Is Associate Professor of Marketing, College of Business sumer negative voice on firms’ share prices. | 

Administration, University of Texas at Arlington (e-mail: Џохт G uta.edu). Against this backdrop, this article tackles the following 
The author thanks Ben Ballay, Shilpa Mehta, Thitikarn Rasrivisuth, Alling simple, but powerful questions: How harmful is consumer 
Wang, and Wanyu Yang for their excellent research assistance. The author negative voice financially? Can consumer negative voice, as 
gratefully acknowledges the constructive comments from Jun Xu, Teck manifested in complaint records, decrease companies’ stock 
Ho, David Tse, Вам Dher, and the anonymous JM reviewers, returns? A central tenet of this article is that financial 


To read and contribute to reader and author dialogue on JM, visit investors might believe that unhappy customers will 
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testing these ideas, a real-world data set was assembled on 
consumer negative voice in the context of the airline indus- 
try, and this was matched with firm stock prices. The results 
suggest that (1) higher levels of current consumer negative 
voice harm firm-idiosyncratic stock returns, and (2) this 
harmful impact is robust, albeit different, across airline 
companies, after unobserved heterogeneity and traditional 
finance fundamentals are controlled for. 

These findings are not trivial. First, theoretically, given 
the current focus themes, such as the impact of marketing 
within the financially oriented firm, it is useful to know 
whether the less addressed negative side of consumer 
experience has a significant impact on firm share prices. 
Such findings would enable marketers and corporate 
financers to be more confident with customer equity theory 
and customer relationship management. Second, empiri- 
cally, the supported results are based on “hard” data 
(record-based, longitudinal), which helps relieve criticisms 
against prior marketing studies that are based on “soft” data 
(survey-based, cross-sectional). Third, practically, because 
investors may weigh losses (1.е., negative voice) more heav- 
ily than gains (i.e., satisfaction) (Maxham and Netemeyer 
2003, p. 58; see also Mahajan, Muller, and Kerin 1984), 
such findings of the harmful financial impact of consumer 
negative voice offer relevant and clear-cut implications for 
financial analysts. To managers, this study is among the first 
to show unequivocally that reducing consumer negative 
voice can boost a firm’s idiosyncratic stock returns for pro- 
moted shareholder wealth. 


Conceptual Framework 


In this section, I develop the conceptual framework by inte- 
grating the literature on consumer complaints, word of 
mouth (WOM), customer equity, and market-based assets. I 
posit that consumer negative voice influences firm- 
idiosyncratic stock returns. 


Firm-idilosyncratic Stock Returns 


Firm-idiosyncratic stock returns are defined as the expected 
excessive firm-specific cash flows relative to the average 
market portfolio returns of stock exchanges, such as the 
New York Stock Exchange or the American Stock Exchange 
(Campbell et al. 2001; Fama and French 1993, 2005). This 
study focuses on firm-idiosyncratic stock returns rather than 
the general marketwide stock returns because the former is 
company specific and controllable by management (e.g., 
Ang et al. 2006), whereas the latter is influenced by macro- 
economic factors beyond the control of management. In 
other words, marketwide return is influenced by macroeco- 
nomic factors, such as interest rates and inflation shocks in 
the country, whereas firm-idiosyncratic return is driven by 
micro, firm-level factors, such as marketing strategies (e.g., 
Chan, Lakonishok, and Sougiannis 2001; Minton and 
Schrand 1999; Xu and Malkiel 2003). 

The finance literature suggests that for the purpose of 
minimizing idiosyncratic risks and hedging investments, 
financial analysts should pay close attention to the metric of 
firm-idiosyncratic excessive returns (if not more than 
nonexcessive average market returns) (e.g., Ang et al. 2006; 
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Campbell et al. 2001; Xu and Malkiel 2003). In particular, 
Bansal and Clelland (2004, p. 94) note that firm- 
idiosyncratic risk accounts for as much as “80% of total 
Stock risk and security price fluctuations." Indeed, investors 
may interpret the firm-specific news (i.e., increase or 
decrease in consumer negative voice records) as signals of 
changes in the prospect of future cash flows (which then 
induces them to buy or sell stocks and thus drives stock 
price). Given the importance of firm-idiosyncratic returns to 
investors and financial analysts, it is useful to link this met- 
ric with marketing variables such as consumer negative 
voice. 


Consumer Negative Volce 


In this article, consumer negative voice is defined as a 
manifestation of consumer complaint responses to dissatis- 
faction, or the behavior of communicating the incidents of 
the unhappy product/service consumption experience. In 
the literature, consumer negative voice is typically regarded 
as a type of consumer reaction to service failure (Godes and 
Mayzlin 2004; Liu 2006; Mahajan, Muller, and Kerin 1984; 
Singh 1988) or observed product-related complaint actions 
of communicating negative experience (Anderson 1998; 
Richins 1983; Riley, Pearson, and Trompeter 2003; Wan- 
genheim 2005). For example, in a comprehensive and 
widely accepted study, Singh (1988) acknowledges that 
consumer negative voice includes complaining to the firm, 
engaging in NWOM vwith other potential customers, and/or 
complaining to a third party.2 

This definition of consumer negative voice implies that 
the communicated complaint responses (i.e., observed con- 
sumer complaints to government agencies about the dissat- 
isfactory consumption experience) can be a proxy or surro- 
gate for the construct of consumer negative voice? This 
treatment is grounded in the literature. Just as Godes and 
Mayzlin (2004, p. 551) infer WOM with “observed conver- 
sations across newsgroups" regarding television ratings, the 
current study infers negative voice with observed consumer 
complaint responses in the context of airline ratings. Fur- 
thermore, Marquis and Filiatrault (2002, p. 273, emphasis 
added) specifically suggest that "a manifestation of con- 
sumer complaint is [NWOM] behavior (and consumer 
negative voice]." In addition, Singh and colleagues (Singh 
1988, 1989; Singh and Wilkes 1996) suggest that some con- 
sumers tend to voice their negative experience in the form 
of engaging in complaining behaviors in response to service 
failures. Thus, it is reasonable to believe that consumer 


2A person motivated to report a complaint may be far more 
likely to take the time to engage in negative voice or Internet- 
connected dialogue about his or her bad experience than someone 
who does not feel strongly enough to go through the effort of for- 
mally filing a complaint. In addition, reactions to dissatisfaction 
are not mutually exclusive. There could be halo effects among 
negative voice, NWOM, lawsuits, boycotts, blogs, published let- 
ters 1n newspapers, and other reactions. 

3Two anonymous reviewers are gratefully acknowledged for 
this suggestion. In addition to inference, survey is an alternative 
method to measure WOM activity and customer voice (Godes and 
Mayzlin 2004, p. 548). 


complaint behaviors can be a surrogate for consumer nega- 
tive voice.4 

The costs and damages of consumer negative voice can 
be substantial. First, according to the landmark work by the 
Technical Assistant Research Project (Richins 1983), on 
average, dissatisfied customers tell eight to ten friends and 
other people about the unhappy experience, and one of five 
angry consumers may tell 20 potential buyers.5 Recently, 
Gerlsbeck (2006, p. 6) noted that “bad reputation can’t be 
beat: 50% of consumers who were told of a poor shopping 
experience by a friend will not set foot in that store and 
won't be swayed by the retailer’s ads.” The damages due to 
negative voice and NWOM can exacerbate and add up eas- 
ily through new technologies, such as Internet-connected 
dialogue and blogs, with the multiplicative networking 
effects (Ward and Ostrom 2006). For example, “with little 
constraints on airing grievances against corporations in blo- 
gosphere,... companies [e.g., Dell, Volkswagen, KFC] can 
get really screwed if they don’t pay attention to bloggers 
and online forums” (Einhorn 2006, p. 39). Second, empiri- 
cally, Harmon and Harmon (1994, p. 54) show that because 
of the dollar risk of negative voice, 26 dissatisfied cus- 
tomers can potentially induce a loss of more than $828,000 
in future revenue. Thus, it seems that consumer negative 
voice should have direct, relevant implications for firms’ 
stock values. Next, I go beyond this anecdotal evidence and 
offer a theory-based rationale on the link between consumer 
negative voice and firms’ future idiosyncratic stock returns. 


The Harmful Impact of Consumer Меда те Voice 
on Firm-Idlosyncratic Stock Returns 


Why does consumer negative voice hurt companies’ future 
idiosyncratic stock returns? Conversely, why would less 
negative voice lead to higher returns? There are at least two 
lines of reasoning to justify this influence. First, customer 
equity theory is considered (Blattberg and Deighton 1996; 
Gupta, Lehmann, and Stuart 2004; Rust, Lemon, and Zeit- 
haml 2004). This theory suggests that (1) a firm's cus- 
tomers, especially the satisfied ones, are valuable intangible 
assets, and (2) without a large and happy customer base, the 
firm will not have strong customer equity (defined as the 
expected sum of discounted future earnings of the customer 
base), and thus its expected future cash flows are not likely 


4Singh (1988, 1989) offers a comprehensive definition of con- 
sumer complaints, which include three main categories: voice, pri- 
vate, and third-party responses. Though not the most noble 
approach, it might be just cost effective and profitable to have 
some complaints in some industries and situations. Sometimes, the 
best suggestions and market intelligence may be phrased as con- 
sumer complaints (Bowman and Narayandas 2001; Tax, Brown, 
and Chandrashekaran 1998). 

5It is widely agreed that there is a significant impact of positive 
consumer voice and WOM on consumer attitudes, purchase inten- 
sions, and decision making (Bowman and Narayandas 2001; Herr, 
Kardes, and Kim 1991). This impact has recently been confirmed 
in online and offline contexts (Chevalier and Mayzlin 2006; Liu 
2006). For an excellent, general review of the drivers, nature, and 
outcomes of WOM, see Godes and Mayzlin (2004). Nevertheless, 
the WOM literature points out an important issue; that is, "nega- 
tive WOM is more influential [harmful] than positive WOM” 
(Wangenheim 2005, p. 68). 


to be robust dynamically. Because higher incidents of con- 
sumer negative voice indicate intense frustration and dissat- 
isfaction, firms with higher negative voice are likely to have 
a shrinking and less loyal customer base that reduces their 
future cash flows (e.g., Gupta, Lehmann, and Stuart 2004; 
Riley, Pearson, and Trompeter 2003; Singh 1988).6 For 
example, airline customers or passengers may be so dissat- 
isfied and frustrated that they choose to communicate the 
dissatisfaction and complaint to the regulatory agency of 
the U.S. Department of Transportation (DOT). This would 
likely generate less profitable situations over time (i.e., 
fewer customers in quantity and an inferior customer base 
in quality). As a result, the diminished customer intangible 
assets (1.е., reduced loyalty, low retention rate, and higher 
ratio of switching to competition) would signal lackluster 
future prospects of the companies’ stocks to financial 
analysts (Luo and Homburg 2007; Riley, Pearson, and 
Trompeter 2003; Rose 1990), thus leading to less idiosyn- 
cratic excessive stock returns. Indeed, as theorized in the 
customer lifetime value (CLV) framework (Hogan, Lemon, 
and Rust 2002; Lewis 2006), more consumer negative voice 
would lead to higher retention costs, higher customer defec- 
tion rates, and fewer profits, all of which diminish the cal- 
culated net present CLV and, thus, future cash flows. 
Second, the logic behind the current study is based on 
the brand equity literature (Keller 2003; Keller and Aaker 
1993). According to this literature, a firm’s good brand 
image and strong public reputation represent another criti- 
cal intangible asset that has financial content and long-term 
value. It is likely that in the competitive marketplace, a 
large amount of consumer negative voice would erode 
brand image and lead to diminished “reputational capital” 
of the firm (Day 1984; Richins 1983; Singh 1988). This is 
especially true in the case of negative voice in terms of 
observed complaints to regulatory agencies such as the 
DOT because (1) institutional legitimacy of the company 
would be harshly questioned and (2) the firm’s social trust 
and brand reputation would be not only denigrated but also 
difficult to repair in the minds of customers and financial 
investors (e.g., Keller and Lehmann 2003; Luo and Bhat- 
tacharya 2006; Riley, Pearson, and Trompeter 2003). 
Indeed, according to the market-based asset theory (Srivas- 
tava, Shervani, and Fahey 1998, p. 6), brand equity implies 
financial strength in stock exchanges because it can “lead to 
higher stock value that may be tapped through price premi- 
ums or market share premiums [as well as cross- and up- 
selling].” Thus, by tarnishing brand image publicly and 
inducing higher future costs in customer acquisition and 
selling activities (i.e., to compensate for the damaged brand 


6Ву and large, people who publicly complain to the DOT (nega- 
tive voice) are not highly likely to repurchase. Indeed, prior stud- 
ies on consumer postpurchase decision making have found that the 
most important variable to consider when predicting defection (the 
opposite of loyalty) is whether the consumer has engaged in nega- 
tive voice, such as NWOM, about the firm (e.g., Tax and Chan- 
drashekaran 1992). In addition, given the cost and effort required 
to voice complaints, consumers tend to do so only when the issue 
is important to them or has angered them sufficiently. This adds to 
the support for the notion that complaints to the DOT will also be 
shared with fellow consumers. 
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reputation and contagious public outcry), consumer nega- 
tive voice would lead to lower levels of anticipated cash 
flows. This would ultimately lead to reduced future idiosyn- 
cratic stock returns. 

In summary, companies with more consumer negative 
voice could feel the “pinch.” That is, because of the harmed 
customer and brand equity, consumer negative voice (as 
manifested in DOT records of consumer complaint 
responses) could negatively influence airline companies’ 
future idiosyncratic stock returns. Formally, 

Н;: All else being equal, airline companies’ current consumer 

| negative voice, as manifested in the number of DOT сот- 
plaints, will have a negative influence on their future idio- 
syncratic stock returns. 


Model Specification 


The models are carefully specified to test the hypothesized 
influence of consumer negative voice on firm-idiosyncratic 
stock returns. Two particular points are noteworthy. First, 
finance fundamentals are included. This is because prior 
finance studies have suggested that firm-idiosyncratic 
excessive return is a function of the firm’s fundamental 
variables, such as its profitability, size, and leverage (Camp- 
bell et al. 2001; Fama and French 1993, 2005); a battery of 
other accounting and financial control variables is also con- 
sidered, as discussed subsequently. Then, consumer nega- 
tive voice is entered into the model to assess the additional 
explanatory power of negative voice in predicting idiosyn- 
cratic stock returns beyond finance fundamentals. In line 
with the work of Rust, Moorman, and Dickson (2002), a 
time lag between the dependent variable (time t + 1) and its 
predictors (time t) is introduced to ensure the causal direc- 
tion and to match the hypothesis; that is, current consumer 
negative voice reduces a firm’s future idiosyncratic stock 
returns. As a result, the baseline model is as follows: 


(у FiRg 4 = Ao + ММУО + A;PROFIT, + AgSIZE, 
31 
+ AgLEVERAGE, + У M QUARTER; + &. 1 
k=5 


where FIR, = firm-idiosyncratic stock returns; МУО = 
consumer negative voice; PROFIT, = firm profitability; 
SIZE; = firm size; LEVERAGE, = firm leverage; i = 1, 2, 
..., 1 firms; and t = 1, 2, ..., Т months. The time dummy 
variables QUARTER, (27 dummies for 28 quarters) are 
also entered into the model because of the possible influ- 
ences of different event shocks (ie., the bursting of the 
dot.com bubble and September 11). 

Second, latent heterogeneity in the impact of consumer 
negative voice is accommodated because other than 
Observed firm differences in fundamentals, there are some 
firm-specific differences that are not observed in the data 
(or are unobservable, such as implicit cultures and personal 
values that are subtle and deeply embedded within a spe- 
cific firm). Thus, latent heterogeneity is modeled with the 
random parameters modeling approach (Baltagi 2001; 
Brown 1999). In particular, this modeling approach allows 
for the possibility that firms can have different idiosyncratic 
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stock returns due to latent differences in both the constants 
(random intercepts) and the association between consumer 
negative voice and firm-idiosyncratic stock returns (random 
slopes). The resultant random parameters model is specified 
as follows: 


(2) НВ, = Vo + Vi; NVOL, + Y2PROFIT, + W3SIZE; + 


31 
Ya LEVER: + >, V,QUARTER, + & + |, 
k=5 
where 
Wo, = Moo + Woo, (random intercepts), 
Yii = T10 + 819; (random slopes), 
£y + 1 ~ Normal (0, v2), 
Doo, ~ Normal (0, С), and 
010 ~ Normal (0, 61). 


The intercept (гу) has a fixed grand mean (Лод), with а ran- 
dom deviation of (Оро) for each airline company from this 
grand mean constant. Similarly, the slope (ҷу!) has a fixed 
grand mean (110), with a random deviation of (@;0) for 
each airline company.’ The Hildreth-Houck method was 
used to correct autocorrelation and heteroskedasticity biases 
in cross-section time-series data. The log-likelihood func- 
tion of this random parameters model is as follows (Baltagi 
2001): 


(3) LogL- У лов L, 


T, 
= У Nog 238 о. z5 | 
ї=1 


As Н; predicts, the coefficient of W, should be negative. 
That is, the higher the current consumer negative voice 
rates, the lower are firms’ future idiosyncratic stock returns. 





Data and Measures 


Consumer Negative Voice 


A unique data set of archival complaint records from the 
airline industry is used to infer consumer negative voice. 
This archival data set captures consumer complaints (by the 
rate of complaints per 100,000 passengers) filed with the 
DOT. Since 1999, consumers, or passengers, of airline com- 
panies have been able to file complaints with the DOT in 
writing, by telephone, by e-mail, or in person. The DOT 


7Because this study examines firm-level latent heterogeneity 
and how negative voice affects firm-idiosyncratic returns, the 
specified random parameter models capture firm-specific (rather 
than time-specific) random deviations of the constants and coeffi- 
cients. In line with the work of Rao, Agarwal, and Dahlhoff (2004, 
p. 133), only the coefficient (Му) related to the key variable 
(NVOI,) is specified as a firm-specific random parameter in equa- 
tion 2. Nevertheless, the results are robust when all coefficients 
(other W,,) are modeled as random parameters. Furthermore, no 
significant interactions were found between time dummies and 
consumer negative voice in the data set. 


categorizes consumer complaints into 12 subcategories, 
including flight problems, oversales, baggage, customer 
service, refunds, advertising, discrimination, and animals, 
among others.8 

The DOT measure of consumer negative voice is appro- 
priate and innovative for several reasons. First, it is not self- 
reported by airline companies but rather is filed directly 
with the DOT. Thus, this measure is not subject to concerns, 
such as social desirability downward bias, that would exist 
if the complaints were reported directly by airlines them- 
selves. Second, it is the most comprehensive and exhaustive 
measure because the DOT has data related to all U.S. air- 
lines, including major airlines (e.g., American, United, Con- 
tinental, Delta, Northwest, Southwest [the DOT defines an 
airline as major if it has at least 1% of total U.S. domestic 
passenger revenues]) and nonmajor regional airlines (e.g., 
Alaska Airlines, Spirit Airlines). Third, the DOT's reporting 
and filing procedures are systematic and consistent over 
time. Since 1999, the DOT has not changed its reporting 
practices, except for minor adjustments.? Therefore, this 
objective DOT measure seems to have high reliability and 
face validity and is deemed to be “the broadest measure 
available" (Lapré and Scudder 2004, p. 125).10 

For the modeling analyses, the monthly DOT data from 
January 1999 to December 2005 are used. In a departure 
from prior studies that lump all 12 subcategories of the 
DOT records together (e.g., Lapré and Tsikriktsis 2006), 
specific dimensions of consumer negative voice are used in 
the spirit of uncovering more nuanced results. However, 
because the DOT data set has many subcategories that do 
not have sufficient incidents filed, on balance, the data are 
reorganized with fewer dimensions. In particular, for all 
these months, the subcategories with higher consumer nega- 
tive voice rates (flight problems, baggage, and customer 
service) are kept, and the rest of the subcategories are 
treated as others. As a result of this procedure, there are four 
specific dimensions—consumer negative voice related to 


8The DOT data do not incorporate safety complaints (which are 
handled separately by the Federal Aviation Administration) or 
security complaints (which are handled by a different agency of 
the Transportation Security Administration). 

9That is, beginning with the October 2000 report, a new cate- 
gory labeled "Animals" was added (as discussed subsequently, this 
adjustment does not change the results because of the nature of the 
specified categories of these DOT data). 

IOAIthough the DOT data set has not been applied in the mar- 
keting field, it has been successfully applied outside of marketing, 
particularly in the accounting, management science, operations, 
and political economy literature (e.g., Haunschild and Sullivan 
2002; Lapré and Scudder 2004; Lapré and Tsikriktsis 2006). In 
general, the highly competitive airline industry offers an interest- 
ing setting (Gimeno and Woo 1999; Riley, Pearson, and Trompeter 
2003; Rose 1990; Rust, Lemon, and Zeithaml 2004) because the 
more competitive the industries, the more important and relevant 
consumer negative voice may become. It has been noted that 
because of the 1978 Airline Deregulation Act, airlines can individ- 
ually set ticket prices and freely enter or exit the industry. This 
deregulation reform fosters fierce competition and constant shake- 
ups (e.g., bankruptcy, mergers and acquisitions) in the airline 
industry (Gimeno and Woo 1999). 


flight problems, baggage, customer service, and others—for 
the DOT data. 

According to the DOT definitions, consumer negative 
voice related to flight problems refers to observed com- 
plaints due to flight cancellations, delays, or any other devi- 
ations from schedule, whether planned or unplanned. Con- 
sumer negative voice related to baggage refers to observed 
complaints due to claims for lost, damaged, or delayed bag- 
gage; charges for excess baggage; or carry-on baggage 
problems. Consumer negative voice related to customer ser- 
vice refers to observed complaints due to rude or unhelpfu! 
employees, inadequate meals or cabin service, or mistreat- 
ment of delayed passengers. Other consumer negative voice 
refers to observed complaints due to problems of oversales, 
reservations/ticketing/boarding, fares, refunds, disability, 
advertising, discrimination, animals, frequent flyer, smok- 
ing, tours credit, cargo problems, airport facilities, claims 
for bodily injury, and anything else not classified in the pre- 
vious three categories. 

Although a comprehensive DOT data set of consumer 
negative voice for all U.S. airlines (e.g., the whole popula- 
tion of 20 airlines in December 2005) was available, stock 
price data for some of the airline companies were not 
obtainable. This was the case for many reasons: Such air- 
line companies can be private, not public at the time, public 
but with too few stock-pricing data points, or bankrupted 
within the 84-month span (e.g., Air Wisconsin, AirTran, 
Independence Air, Spirit Airlines, USA3000 Airlines, Trans 
World Airlines, US Airways). As a result, there are 756 
observations (756 = 9 firms x 12 months x 7 years) span- 
ning from January 1999 to December 2005. Collectively, 
these nine airline companies account for more than 9596 of 
revenues for all US airlines. Table 1 summarizes the statis- 
tics for consumer negative voice variables, along with other 
variables used in this study. Figure 1 illustrates the time- 
series movements of the monthly negative voice data for 
several airline companies. 


Firm-Idiosyncratic Stock Returns and Control 
Variables 


The DOT records were matched with other secondary 
sources (Center for Research in Security Prices, COMPU- 
STAT, and company financial reports). Data from these sec- 
ondary sources were used to measure the dependent 
variable of idiosyncratic stock returns and control variables. 

Particularly, consistent with the finance literature (1.е., 
Ang et al. 2006; Campbell et al. 2001; Xu and Malkiel 
2003), a typical firm's realized daily stock returns (SR) 
were modeled with two components—the marketwide 
return (B,,MR,,) and the firm-idiosyncratic stock return 
(FIR). That is, SRi = Вы MR, + FIR p where i = 1, 2, ..., 
I firms and t = 1, 2, ..., T trading days. Essentially, FIR, 
captures the deviation from (excessive to) the average port- 
folio returns of the New York Stock Exchange or American 
Stock Exchange. That is, FIR, = SR, — BinMRmt (Bansal 
and Clelland 2004; Campbell et al. 2001; Fama and French 
1993). To ensure parsimonious and rigorous results, daily 
securities pricing data from Center for Research in Security 
Prices were used to calculate individual firms’ idiosyncratic 
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FIGURE 1 
Time-Series Movements of Monthly Consumer Negative Voice (January 1999-December 2005) 
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excessive returns. A total of 15,876 stock pricing data 
points (15,876 = 9 firms x 7 years x 252 trading days) were 
pulled out. Individual firms' idiosyncratic excess stock 
returns were then calculated against the average market 
portfolio returns and aggregated from the daily to the 
monthly level for hypothesis testing. Note that the finance 
literature suggests that the methodology of firm- 
idiosyncratic stock return already controls for and teases 
out marketwide confounding effects (i.e., the uncontrol- 
lable, macroeconomic factors, such as interest rates and 
inflation shocks). 

For the controlled financial fundamentals (profitability, 
size, leverage), quarterly data from COMPUSTAT ‘and com- 
pany financial reports filed with the Securities and 
Exchange Commission and the Bureau of Transportation 
Statistics were used.!! Quarterly data were relied on 
because monthly data were not available from COMPU- 
STAT, the Securities and Exchange Commission, or the 
Bureau of Transportation Statistics. In addition, yearly data 
are too aggregated in nature to match monthly consumer 
negative voice data. Thus, quarterly data were assigned for 
all the three months involved. The profitability (return on 
assets) is the ratio of a firm’s net income after extraordinary 
items to its book value of total assets. Because profitability 
signals financial information, it influences stock price 
movements (Chauvin and Hirschey 1993; Luo and Donthu 
2001, 2006). Furthermore, data for firm size were obtained 
from COMPUSTAT; these were measured as the log of total 
assets. Data for firm leverage (book debt/total asset) were 
also derived from COMPUSTAT (e.g., Rao, Agarwal, and 
Dahlhoff 2004). 


ПАБ discussed subsequently, the results are robust to other firm- 
level accounting and financial control variables (e.g., revenue pas- 
senger miles, an airline's experience of on-flight distance, adver- 
tising and publicity expense, passenger service expense). Although 
industry-level factors (e.g., industry turbulence, uncertainty, com- 
petition) may influence firm stock returns (e.g., Chan, Lakon- 
ishok, and Sougiannis 2001; Fornell et al. 2006), these variables 
do not need to be controlled for here, because all firms sampled 
are from a single industry (airlines) in this study. Furthermore, in 
agreement with an anonymous reviewer, a major challenge to 
event-based studies in general is the difficulty in controlling for 
many macro and micro biases (i.e., other confounding extraneous 
news and moving-time-windows subjectivity biases; for alterna- 
tve finance techniques other than the event-based method, see 
Madden, Fahle, and Fournier [2006, pp. 225—56] or consult 
finance studies, such as that of Ang et al. [2006] and Campbell et 
al. [2001]). With this in mind, instead of relying on basic event- 
based methodology, this study employed advanced random 
parameters models and Monte Carlo simulations to derive the 
main results. We also checked the robustness of the results with 
Fama and French's (1993, 2005) multifactor market model. In this 
model, firm-idiosyncratic stock return is excessive to multiple 
marketwide common factors. That is, SRi = (+ 
Bini HM L mt + Bismb SMB mt + ьо UMD + ЕК, where SMB is 
Fama and French’s size factor, НМГ, is Fama and French’s book- 
to-market factor, and UMD is the marketwide return momentum 
factor. 
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Results 


The Negative Impact of Consumer Negative Voice 
on Firm-Idiosyncratic Stock Returns 


The correlation results reported in Table 1 suggest that firm- 
idiosyncratic stock returns are negatively correlated with all 
dimensions of consumer negative voice (i.e., smallest corre- 
lation r = –09, p < .05). This provides preliminary evidence 
that the relationship between customer negative voice and 
idiosyncratic stock returns is significant and negative, as 
expected. 

Table 2 reports the estimated results regarding the 
aggregated impact of consumer negative voice on firm- 
idiosyncratic stock returns. The results indicate that three 
dimensions of negative voice (flight problem, customer ser- 
vice, and others) significantly reduce firm-idiosyncratic 
stock returns. Note that the negative impact of consumer 
negative voice on firm-idiosyncratic stock returns is signifi- 
cant even after the influences of fundamentals, such as prof- 
itability, size, and firm leverage (Ang et al. 2006; Xu and 
Malkiel 2003), are controlled for. Thus, it seems that the 
data lend some support to H,. Airline companies’ current 
consumer negative voice indeed has a negative influence on 
their future idiosyncratic stock returns. This finding implies 
that reducing consumer negative voice could lead to 
enhanced shareholder wealth for the airline companies. 
Indeed, the “dollar” effects of the negative impact of con- 
sumer negative voice are substantial and managerially 
meaningful. For Southwest Airlines, which has a $12 billion 
market value, a 1% increase in DOT complaints could lead 
to a $262 million loss in market capitalization, all else being 
equal. Furthermore, for American Airlines, which has a 
$6.5 billion market value, a 1% decrease in DOT com- 
plaints could help the airline gain $138 million in market 
capitalization, a substantial increase in shareholder wealth. 

Notably, consumer negative voice related to customer 
service has the strongest effect size compared with other 
dimensions. That is, inferred negative voice as a result of 
rude or unhelpful employees, inadequate meals or cabin 
service, and mistreatment of delayed passengers has the 
most detrimental impact on airlines’ stock prices. In other 
words, customer service-related negative voice is more 
harmful financially than other dimensions of negative voice 
related to flight cancellations, delays, damaged or delayed 
baggage, or other problems (e.g., oversales, fares, refunds, 
disability, advertising, discrimination, frequent flyer, airport 
facilities). The implications of this finding are insightful 
and are discussed subsequently. 


Robustness of the Results 


Various additional analyses were conducted to check the 
robustness of the findings. First, the specified random 
parameter models assess the heterogeneity in the negative 
financial impact of consumer negative voice across firms. 
The results reported in Table 3 indicate that the coefficients 
are indeed different across the airlines, ranging from the 
weakest negative impact of b = —74E-04 (Alaska Airlines, 
followed by Southwest Airlines) to the strongest negative 
impact of b = –1.96Е-04 (United Airlines, followed by 
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Delta Airlines). Figure 2 illustrates this heterogeneity in the 
negative financial impact of consumer negative voice across 
different airlines. Nevertheless, all negative firm-specific 
coefficients are significant (p < .05). Thus, these results 
lend further support to the robustness of the negative impact 
of consumer negative voice on airline companies’ idiosyn- 
cratic returns. 


Second, the customer service dimension of consumer 
negative voice alone was entered, and the other three 
dimensions were left out. The results appear in Table 2. The 
findings unambiguously show an even more significant, 
negative influence of consumer negative voice on firm- 
idiosyncratic stock returns (p < .01); this is more significant 
than when other dimensions of negative voice are included 


TABLE 3 
Heterogeneous Impact of Consumer Negative Voice on Firms’ Future Idiosyncratic Stock Returns: 
Random Parameters Modeling Results 





Deviation from the 
Company Grand Mean Slope 
Alaska Airlines 611 
American Ајпез .132 
Continental Alrilnes —,168 
Delta Airlines —.293 
Mesa Airlines .197 
Northwest Airlines —.263 
SkyWest Airlines —.095 
Southwest Alnines .217 
United Airlines —.591 


Company-Specific Impact 


on Idiosyncratic Stock p Value 
Excessive Retum (One-Talled) 

— 743 «.05 
—1.232 <.01 
—1.518 «.01 
—1.651 «.01 
—1.163 «.05 
—1.629 «.01 
—1.455 «.01 
—1.147 «.05 
—1.956 <.01 


Notes: Coefficients are multiplied by 10,000 and for the customer service dimension of consumer negative volce. 


FIGURE 2 
Harmful Impact of Consumer Negative Voice on Firm-Idiosyncratic Stock Returns 
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in the function (p < .05). The Monte Carlo simulation 
approach, using Train’s method with 3000 random draws 
for each firm (Baltagi 2001), was also applied. These results 
also appear in Table 2. Again, the results support the signifi- 
cant, negative financial impact of consumer negative voice 
related to customer service, flight problems, and other com- 
plaints on airline companies’ idiosyncratic returns (p < .05). 

In addition, the results were checked for robustness to 
other accounting and financial control variables. Thus, more 
quarterly data were collected from COMPUSTAT and com- 
pany financial reports filed with the Securities and 
Exchange Commission and the Bureau of Transportation 
Statistics. In particular, additional control variables, such as 
revenue passenger miles, an airline’s experience of on-flight 
distance, advertising and publicity expense, passenger ser- 
vice expense, earnings per share, available seats, freight 
transported, and mail transported (Haunschild and Sullivan 
2002; Lapré and Tsikriktsis 2006; Riley et al. 2003; Rose 
1990), were considered. Again, the additional data analyses 
show that the key findings on the negative impact of con- 
sumer negative voice on firm-idiosyncratic stock return are 
still statistically significant (i.e., р < .05) for three of the 
four dimensions of consumer negative voice. Thus, the 
results are robust to these additional accounting and finan- 
cial control variables. 

Granger causality tests were also conducted to check the 
time-based causal direction from consumer negative voice 
to firm-idiosyncratic stock returns (Hamilton 1994, pp. 
304-305).12 The resultant Wald F-test statistics (F = 21.066, 
18.538, and 15.417 for customer service, flight problems, 
and others, respectively; p < .01) confirm that higher con- 
sumer negative voice Granger causes decreases in idiosyn- 
cratic returns. This finding indicates that greater problems 
of customer negative voice may indeed contribute to (and 
represent a “culprit” of) the downturns of airline compa- 
nies’ stock market performance. Moreover, the possible 
curvilinear impact of consumer negative voice on the finan- 
cial metric of firm-idiosyncratic stock returns was tested. In 
particular, the quadratic terms of the four dimensions of 
consumer negative voice were entered into the model. How- 
ever, none of these higher-order terms were significant (p > 
.05). Thus, the data fail to support the argument for nonlin- 
earity here. Overall, these additional analyses show that the 
findings are reasonably credible and robust. 


Implications 


The goal of this research was to examine the relationships 
between consumer negative voice and firm share prices. 
Using an archival data set from the airlines industry, this 
study found significant influences of current consumer 
negative voice (manifested by DOT complaints) on reduc- 
ing firms’ future idiosyncratic stock returns. 


Рог technical details of the Granger causality model, consult 
Granger (1969), Hamilton (1994, pp. 304—305), and Luo and 
Homburg (2007). 


The findings offer several implications for marketing 
scholarship. Extant literature has repeatedly called for more 
research on consumer negative voice. In particular, Richins 
(1983, p. 68) notes that “much less attention was given to 
consumers’ reactions to dissatisfaction.” Echoing this call, 
Wangenheim (2005, p. 68) warns that “research on NWOM 
[and negative voice] is somewhat limited in scope, although 
NWOM is more influential.” The current research not only 
directly responds to these calls but also represents an initial, 
innovative effort that uses securities prices data to uncover 
harmful outcomes of consumer negative voice. In this con- 
text, the unique data set helps relieve two criticisms in the 
consumer negative voice and complaint literature. First, 
prior studies often rely on soft data that are survey based 
and cross-sectional, and there is a dearth of corroborating 
evidence with hard data that are record based and longitudi- 
nal (for a review, see Godes and Mayzlin 2004). Second, the 
impact of consumer negative voice and NWOM on stock 
returns has been assumed but not supported empirically 
with firm market value (Homburg and Fiirst 2005; Maxham 
and Netemeyer 2003; Richins 1983). In alleviating these 
criticisms, this research assembles such an urgently needed 
real-world data set and finds robust support for this assump- 
tion. This support allows for more faith in the survey-based 
findings accumulated in the literature. Accordingly, this 
work motivates more research to theorize further on how 
and why reducing consumer negative voice should promote 
firms’ long-term shareholder wealth. 

In addition, this research helps extend customer equity 
and CLV theories. In particular, these theories have typi- 
cally focused on the positive side of customer experience 
management (i.e., the benefits of customer satisfaction on 
driving up stock prices). This research explores the much- 
less-addressed negative side (1.е., the harms of consumer 
negative voice on driving down stock prices), thus helping 
enhance the validity of customer equity theory and CLV 
practices. Coupled with prior research (i.e., Lewis 2006; 
Rust, Lemon, and Zeithaml 2004), this study calls for future 
customer and brand equity efforts that progressively move 
forward academic understanding about marketing’s “wealth 
effects” under the umbrella of total customer experience 
management. In addition, prior equity literature has 
acknowledged an implicit role of negative voice in CLV 
models (Hogan, Lemon, and Rust 2002). I agree and add 
explicitly that firms may increase CLV and their stock value 
with less negative voice (i.e., through cost of acquisition, 
retention rate, and margin per purchase). On a related note, 
this study also extends the results of two pioneer studies on 
“valuing” the customer with stock prices. Rust, Lemon, and 
Zeithaml’s (2004) work is based on cross-sectional surveys, 
and Gupta, Lehmann, and Stuart’s (2004, p. 18) study is 
subject to a small sample with merely “several quarters of 
data.” In contrast, the current results of valuing consumer 
voice are based on (1) a large-scale, time-series data set at 
the monthly level and (2) rigorous modeling methods after 
considering unobserved heterogeneity and finance 
fundamentals. 

Furthermore, the finding related to the stronger relative 
effects of the customer service dimension of consumer 
negative voice supports the services marketing literature 
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and the service-logic paradigm (Vargo and Lusch 2004). 
Indeed, as Vargo and Lusch (2004, p. 1) argue, “all econ- 
omy is evolving into service economy,” and customer ser- 
vice provision, rather than goods production and operations, 
more likely drives firm shareholder value (Bitner 1992; 
Keller 2003). The current results based on stock prices data 
help quantify this paradigm. Thus, further service research 
should acknowledge the strategic role of reducing consumer 
negative voice and help marketing organizations develop 
superior service provision and recovery capabilities. For 
example, if data are available, additional research efforts 
should be devoted to the direct examination of the impact of 
customer service-related factors (1.е., values and attitudes 
of frontline service employees; organic process and mecha- 
nistic rules [Homburg and Fürst 2005]; and procedural, dis- 
tributive, and interactional justice in customer service 
[Singh 1988]) on companies' stock prices. 

The current research implies that corporate managers 
should budget and allocate capital resources for marketing 
investments in reducing consumer negative voice. Given 
that financial executives are increasingly demanding that 
marketers “measure up" marketing investments and “show 
the numbers" (Luo and Donthu 2006; Rust, Lemon, and 
Zeitham] 2004), the results demonstrate to chief financial 
officers that investments in reducing consumer negative 
voice could indeed make financial sense; if consumer nega- 
tive voice is not decreased delicately and effectively, it 
could significantly harm firms' future idiosyncratic stock 
returns (though this harmful impact may be more or less 
salient among individual airlines). Indeed, in today's high- 
tech environment, the damage caused by negative voice and 


dissatisfied customers can be huge (Chevalier and Mayzlin 
2006; Godes and Mayzlin 2004). For example, through new 
technologies, such as blogs (Ward and Ostrom 2006), the 
social networking effects of consumer negative voice can 
exponentially air grievances about corporate behavior, 
which can have tremendous financial impacts on firms. 


Mad as hell 1n China's blogosphere. Opinionated Netizens 
are unleashing a flood of complaints against corpora- 
tions.... In thousands of Internet forums, the mainland's 
millions freely point out poor customer service [by Dell], 
misleading ad campaigns [by Volkswagen, KFC], and 
shoddy safety standards [by Haagen-Dazs brands of Gen- 
eral Mills]. (Einhorn 2006, p. 39) 


Furthermore, though limited by the single-industry set- 
ting, the findings of this study uncover a possible way to 
help financial analysts and investors make their decisions— 
that is, all else being equal, to rate downward (perhaps even 
sell) the stocks of firms that are shadowed by harmful con- 
sumer negative voice. In addition, because investors are risk 
avoiding for gains (they sell winning stocks too quickly in 
the interest of profit taking) but risk taking for losses (they 
often hold losing stocks too long in the interest of not 
declaring losses) (Kahneman and Tversky 1979; see also 
Dhar and Zhu 2006), the findings offer two implications in 
this regard. First, investors may sensibly sell winning stocks 
if the companies are burdened with consumer negative 
voice because of its negative impact on stock prices uncov- 
ered here. Second, investors may wisely hold losing stocks 
if the firms are immune to harmful negative voice because 
of the elimination of one culprit of inferior future idiosyn- 
cratic stock returns—consumer negative voice. 
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This article focuses on a novel mechanism for market segmentation and price discrimination based on consumers’ 
use of online infomediaries. Using the automotive retailing context as the setting for the study, the authors address 
the following question: Can online infomediaries serve as a viable mechanism for market segmentation and price 
discrimination? They draw on a unique and extensive data set of consumers who report on the information they 
found when using online buying services (OBS) as part of their new vehicle purchase process. The analysis of the 
data set shows that consumers who obtain price information pay lower prices (for the same product), whereas 
consumers who obtain product information pay higher prices. Although this points to the existence of distinct 
consumer segments, this knowledge is of limited value without a viable mechanism that enables firms to identify 
and target these customer segments specifically. On the basis of consumer usage patterns of OBS, the authors 
uncover distinct OBS clusters and empirically demonstrate that the use of these different clusters is associated 
with predicted differences in consumer outcomes. They also show that the differential use of OBS clusters is 
systematically related to underlying consumer characteristics. They discuss the relevance of the findings for 
automobile dealers and manufacturers and for other industries in which online infomediaries have established a 


significant presence. 


tive market segmentation is crucial for price dis- 

crimination and can play a vital role in a firm’s prof- 
itability and survival (e.g., Bolton and Myers 2003). 
Traditionally, firms have attempted to target different cate- 
gories of consumers through product versioning, coupons 
and rebates, bundling, and quantity discounts. A primary 
objective of these strategies is to identify consumers or 
groups of consumers with different price elasticities to 
enable greater surplus extraction. Over the years, simpler 
segmentation strategies based on demographic, lifestyle, 
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and socioeconomic variables have been superseded by more 
Sophisticated benefit- and need-based segmentation. With 
the increase in the variety of marketing channels, firms have 
attempted to exploit differences across channels to segment 
consumers, with the underlying logic that customers self- 
select into channels that differ in their costs of time, travel, 
shopping, and so forth (Anderson, Day, and Rangan 1997). 

Recently, a few studies have examined differences in 
consumer behavior across online and offline channels. Hitt 
and Frei (2002) study online banking consumers and find 
specific unobservable characteristics that make online con- 
sumers better customers than their offline counterparts. 
Scott Morton, Zettelmeyer, and Silva-Risso (2001a) find 
that consumers with lower negotiation skills are more likely 
to use online intermediaries, and Zettelmeyer (2000) exam- 
ines how firms can exploit the differences between tradi- 
tional and online channels to segment consumers by con- 
trolling the amount of information made available through 
alternative channels. 

Although differences across online and offline channels 
can be useful in segmenting consumers, in several sectors, 
such as automotive retailing, brokerages, mortgages, and 
insurance, the Web is rapidly emerging as a primary source 
of information. Much of this information is provided by 
neutral third-party online infomediaries that have estab- 
lished themselves as pivotal and trustworthy information 
sources. Thus, as consumers increasingly rely on the Web to 
satisfy their information needs, the distinction between 
online and offline channels as predictors of differences in 
consumer characteristics is becoming moot. Acknowledg- 
ing the growth of the Web, researchers have begun to focus 
on its role in customer segmentation. For example, a few 
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studies have attempted to segment online consumers on the 
basis of observable information-seeking behaviors, such as 
sites visited and time spent. Forsyth, Lavoie, and McGuire 
(2000) find that “simplifiers,” who look for readily available 
product information, are the most profitable segment and 
account for 50% of all online transactions. In contrast, “bar- 
gainers” are primarily concerned with finding a good price 
and maintaining control over their transactions. A related 
study by Rozanski, Bollman, and Lipman (2001, p. 3) iden- 
tifies “occasionalization,” or “how online consumers behave 
during different Internet sessions,” as a good predictor of 
consumer segments. Although these studies do not offer 
tangible guidelines for firms to exploit underlying differ- 
ences in online behaviors, in light of the growing impor- 
tance of the Internet as an information source, they never- 
theless highlight the need to understand the nature of online 
segmentation strategies that can complement existing strate- 
gies in conventional channels. 

This article focuses on a novel mechanism for market 
segmentation and price discrimination based on consumers’ 
use of online infomediaries. Online infomediaries—also 
known as online buying services (OBS)—such as Autobytel 
Inc., LendingTree, and InsWeb Inc., have established them- 
selves as pivotal players in the value chains of multiple sec- 
tors, including automobiles, financial services, insurance, 
and real estate. The array of services these firms provide, 
ranging from simple information provisioning to the facili- 
tation and brokering of transactions with other companies, 
is well documented. What is not addressed in the literature, 
however, is the potential role of online infomediaries in 
market segmentation and price discrimination. To the extent 
that consumers differ in their information-seeking behaviors 
and online infomediaries differ in the types of information 
they provide, focusing on consumers’ use of these infome- 
diaries offers a rich and novel opportunity for understand- 
ing online market segmentation through consumer self- 
selection. 

Using the automotive retailing context as the setting for 
our study, we address the following question: Can online 
infomediaries serve as a viable mechanism for market seg- 
mentation and price discrimination? We begin with a simple 
analytical model that investigates the implications of pro- 
viding different types of information on the prices con- 
sumers paid; this model motivates our empirical analyses. 
We draw on a unique and extensive data set of more than 
16,000 consumers who obtained price and product-related 
information from online information sources in their new 
vehicle purchase process to test the propositions that follow 
from our analytical model. These initial findings reinforce 
the results of the analytical model. They indicate the exis- 
tence of consumer segments that not only seek different 
types of information but also pay different prices for the 
same product, a likely reflection of their underlying price 
sensitivities. However, the key question that remains unan- 
swered is how to identify and target these customer seg- 
ments to develop actionable marketing strategies. 

On the basis of consumers’ OBS usage patterns, we 
identify distinct clusters of OBS and show that use of these 
clusters, each of which provides a different mix of informa- 
tion, leads to significant differences in consumer outcomes. 
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We also find that the observed behavioral choices (i.e., con- 
sumers’ use of OBS clusters) are related to underlying dif- 
ferences in consumer characteristics. These findings help 
establish a crucial linkage between consumers’ usage of dif- 
ferent types of online infomediaries and the prices they pay 
for identical purchases. This mapping provides valuable 
insights that can potentially help sellers segment consumers 
on the basis of their OBS usage patterns. We discuss the 
relevance of our findings for retailers that obtain referrals 
from these different online infomediaries, as well as for 
manufacturers. 

This study makes several important contributions. It is 
among the first to characterize the information provision 
strategies of online automotive retailing infomediaries and 
to investigate their potential as a mechanism for traditional 
firms to implement segmentation and price discrimination 
strategies. Whereas prior research has largely ignored dis- 
tinctions among different online infomediaries, we show 
that there are theoretically meaningful and empirically 
robust clusters of OBS firms that are clearly demarcated in 
terms of consumer usage patterns and further differentiated 
on the type of information provided. A key implication is 
that as long as the cost of providing different categories of 
information is low, online infomediaries can serve not only 
as an effective but also as an efficient market segmentation 
and price discrimination mechanism for dealers. Our find- 
ings also have some notable implications for dealers’ part- 
nerships with online infomediaries. In contrast to Chen, 
Iyer, and Padmanabhan (2002), who show that an exclusive 
referral arrangement between an online infomediary and 
one of the many competing traditional dealers in a given 
geographical area is optimal, our study suggests that when 
choosing among several competing online infomediaries, a 
traditional dealer can benefit from using these different 
categories of infomediaries as complementary referral 
mechanisms. 

We organize the rest of the article as follows: The next 
section describes the different types of infomediaries and 
examines the impact of their information provision strate- 
gies on consumer outcomes. We then provide a brief 
description of the online automotive retailing landscape and 
describe the data and measures used in the study. Following 
the preliminary analyses, we empirically identify distinct 
clusters of online infomediaries based on consumer usage 
patterns and present the predictions related to the use of 
these clusters on consumer outcomes along with the associ- 
ated empirical analysis and results. We then discuss the 
findings, their managerial implications, and the limitations 
of our study. The final section contains concluding remarks. 


Online Infomediaries and Their 
Impacts 
Online infomediaries position themselves by making strate- 
gic choices about the type of information they will provide. 
Two varieties of infomediaries have been identified by pre- 
vious studies—those that focus primarily on price and those 
that also provide significant product-related information. 
With respect to price information, some prior research has 
examined outcomes associated with price-comparison 


engines, or “shopbots.” For example, Baye and Morgan 
(2001) find that establishing a market for price information 
leads to more competitive pricing by firms. A subsequent 
study by Baye, Morgan, and Scholten (2003) finds that con- 
sumers using a price infomediary (Shopper.com) save an 
average of 16% on purchases compared with nonusers. In 
an analysis of consumer choice data from another price 
infomediary, Dealtime.com, Smith and Brynjolfsson (2001) 
find similar results of lower average prices, but their find- 
ings suggest that retailers use several strategic options to 
Mitigate price pressures. Studies of automotive retailing 
infomediaries (Chen, Iyer, and Padmanabhan 2002) uncover 
similar dynamics; findings show that online referral inter- 
mediaries lead to greater price competition among tradi- 
tional dealers and improve consumer welfare by transfer- 
ring surplus from competing dealers to online consumers. 
As might be expected, most of these studies focus on the 
implications of price transparency enabled by these infome- 
diaries,! and their findings echo the conventional wisdom 
that electronic markets lead to lower average prices and 
improved efficiency. 

Although the implications of price information avail- 
ability are relatively straightforward, the impact of product 
information on consumer welfare is more complex. For 
example, studies by Alba and colleagues (1997) and Lynch 
and Ariely (2000) find that reducing product-related search 
costs can increase consumers’ willingness to pay. Studies of 
information provided by certification intermediaries 
(Lizzeri 1999) and expert reviewers (Eliashberg and Shugan 
1997) also suggest that such information can have a positive 
impact on sellers’ revenues. Grossman and Shapiro (1984) 
find that informative advertising about product characteris- 
tics can lead to greater substitutability between horizontally 
differentiated products and lower prices. Thus, depending 
on the specifics of the context (e.g., Von der Fehr and Stevik 
1998) and, more important, on whether information accen- 
tuates or attenuates the differences, the availability of prod- 
uct information could lead to higher or lower prices for con- 
sumers. Given the focus of infomediaries on providing price 
and product information, it is important to understand the 
impact of each of these information categories on consumer 
outcomes. We begin our investigation with a stylized ana- 
lytical model that explores the ramifications of different 
types of information made available to consumers. 


Impact of Price-Related Information 


Consumers typically seek information on multiple product 
attributes during the purchase process. In the case of high- 
involvement and highly differentiated products, such as 
cars, comparative price (rather than product) information 
can be difficult to obtain. Consider a situation in which all 
consumers have full access to information on the attributes 


Пл a study of automotive retailing infomediaries, Scott Morton, 
Zettelmeyer, and Silva-Risso (2001b) find that consumers who use 
online automotive retailing 1nfomediaries save approximately 2% 
($450) compared with those who negotiate directly with dealers. 
In another study of the life insurance sector, Brown and Goolsbee 
(2002) find that price-comparison Web sites led to a 8%-15% drop 
in term life prices, and though price dispersion increased initially, 
it decreased with increased Internet usage. 


of competing products but not all consumers have access to 
price information. To examine the impact of an increase in 
the availability of price information, consider the extreme 
case in which there is no price information and all con- 
sumers are uninformed about the relative prices of compet- 
ing offerings. Furthermore, consumers are unable to infer 
prices from information about the product offerings. Lack- 
ing additional information about relative prices that firms 
charge, all uninformed consumers have symmetric expecta- 
tions about the firms’ prices. In other words, uninformed 
consumers have no a priori expectations that one seller 
charges a higher/lower price than the other. Because con- 
sumers have product-related information, lacking informa- 
tion about relative prices, they purchase the product that 
offers the best fit. Consequently, each firm acts as a monop- 
olist in its market because no consumer switches firms. 

Let a fraction 9 of consumers have costless access to the 
prices charged by the two firms, whereas the rest (1 — Ө) are 
uninformed about firms’ prices. It is easy to comprehend 
the role of increasing access to price information. When 
some consumers are informed of prices (1.е., 0 > 0), in mak- 
ing their choices, the informed segment accounts for not 
only the relative fit of the two products but also their rela- 
tive prices. With increasing availability of price informa- 
tion, Ө increases, and firms increasingly compete on prices 
for these “informed” consumers. Thus: 


P,: As consumers obtain price information about competing 
offerings, the average price they pay is lower in 


equilibrium. 
Impact of Product-Related Information 


Third-party infomediaries typically provide information 
about the characteristics of competing products and enable 
consumers to compare competing offerings. Unlike com- 
parison advertising, which attempts to reduce the value of 
competing brands relative to the advertised brand (Aluf and 
Shy 2001), information provided by third-party infomedi- 
aries might not always increase demand for a single firm; 
rather, such information enables consumers to learn about 
their personal “fit” with a product. Consequently, such 
unbiased information enables some consumers to learn that 
a particular seller’s offering is not suited to their tastes and 
others to realize that it is. More precisely, product informa- 
tion in this setting enables the population of consumers to 
discover their true underlying distribution of preferences, 
leading to better fit. Thus, the impact of product informa- 
tion provided by neutral third-party infomediaries leads to 
an increase in the variance (represented by 1/0 in the proof 
for P, in Appendix A) of the distribution of consumer pref- 
erences, whereas the means of the altered distributions 
remain the same; that is, the distribution of consumer pref- 
erences ex ante and ex post differs in mean-preserving 
spreads.2 

The assumption of increasing variance (increasing 1/0) 
in consumer preferences resulting from product-related 


2This simplifying assumption helps maintain analytical 
tractability and enables us to capture the effects of product infor- 
mation availability in the case of complex and infrequently pur- 
chased products with real differentiation. 
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information is particularly suited to complex and infre- 
quently purchased products, such as automobiles, for which 
consumers are unaware a priori of their true preferences on 
several dimensions that are critical to their purchase deci- 
sion. Specifically, for the case of products with real differ- 
entiation, providing information about the characteristics of 
the competing products is more likely to increase dispersion 
of consumer preferences. In other words, a more hetero- 
geneous distribution (higher values of 1/0) is obtained by 
relocating consumers from the center of a homogeneous 
distribution (smaller values of 1/0) toward the tails. As con- 
sumers become more sensitive to the differences among the 
competing products (i.e., as they move closer to one of the 
competing offerings), the market becomes less competitive. 
Thus, given the availability of price information, providing 
comparative product information about competing offerings 
has the same effect as increasing product differentiation, 
leading to greater market power (higher prices) for the com- 
peting firms. 


P5: As consumers obtain product-related information, the 
average price they pay is higher in equilibrium. 


In summary, we assert that differential availability of 
price and product information is systematically related to 
the prices consumers pay. Appendix A describes a simple 
analytical model that captures the impacts of increasing 
price and product information and contains the proofs for 
P, and P}. As a next step, we test these broad propositions, 
grounding our preliminary analyses in the specific context 
of automotive retailing. This preliminary analysis forms the 
basis for contextualized hypotheses that yield implications 
for segmentation strategies linked to infomediary usage. 


Research Context and Data 
Description 


Research Context 

Estimated at approximately $1 trillion a year, automotive 
retailing is the biggest retailing sector in the United States. 
Dominated by more than 22,600 new car dealerships, the 
automotive retailing sector is unique in several respects. 
There is no national brand, the 10 largest dealers enjoy less 
than a 6% market share, and sales are largely localized. The 
presence of franchise laws serves to strengthen the position 
of dealers in the retail value chain. Unlike commodity 
items, significant differences exist among cars in terms of 
performance and features as well as in the pricing strategies 
of dealers, making the car-buying process a complex deci- 
sion for most consumers. The need for finance, insurance, 
warranties, and spare parts and service, among other issues, 
adds to this complexity. Given that search and comparison 


3As we noted previously, product information could have differ- 
ent impacts depending on the product category and purchase con- 
text. In the case of products with perceived (rather than real) dif- 
ferentiation, such as branded versus generic drugs, product 
information can reduce dispersion of consumer preferences as 
consumers become aware of the lack of any real differentiation 
between the competing products (see Johnson and Myatt 2004). 
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shopping are costly for consumers, dealers typically resort 
to aggressive sales tactics to close deals with consumers 
who visit their dealerships. 

With the advent of the Web, several online intermedi- 
aries have emerged to improve overall market efficiency 
through better information availability.4 Independent OBS, 
the pioneers of online automotive retailing, perform several 
functions. Primary among such functions is to provide an 
alternative channel for dealers to acquire customers, or to 
act as a referral intermediary. In addition to their role as 
referral intermediaries, OBS also serve as infomediaries by 
providing information related to various facets of the pur- 
chase. For example, OBS, such as Autobytel, facilitate side- 
by-side comparisons of different makes and models, pro- 
vide pricing information, and offer financing and insurance 
services to consumers, none of which are easily available in 
the traditional setting. The number of online automotive 
retailing infomediaries has risen significantly in the past 
five years, and given the plethora of services and informa- 
tion that various online intermediaries offer, there appears 
to be some differentiation in their value proposition for con- 
sumers or for dealers.5 


Data and Measures 


We use an extensive secondary data set constructed from a 
survey of new vehicle purchasers conducted by a leading 
market research organization. This data set has several dis- 
tinguishing features. It is representative of the overall U.S. 
automobile consumer population and captures consumer 
demographics, psychographics, and online information 
sources that consumers use in their purchase process. The 
results we report herein reflect data collected for 
2003-2004 new vehicle purchases. In this market research 
survey, the sample was randomly selected on the basis of 
registration data, and the sampling process was designed 
with quota sampling and a sales-weighting scheme to 
reflect the overall market for new cars accurately. Two ver- 
sions of the questionnaire were used with a different order 
of response elicitation to check for bias due to respondent 
fatigue or programmed responses. A response rate of 
approximately 24% was achieved for 116,317 surveys 
mailed out. The data set consists of both traditional con- 
sumers and consumers who used the Internet as part of their 
purchase process. We restrict our analyses here to con- 
sumers who reported using Internet information sources to 
aid their automobile purchase process. In addition, to con- 
trol for vehicle fixed effects adequately, the analysis is 
based on the 140 most popular vehicles purchased. Of a 


4According to consumer surveys (J.D. Power and Associates 
2002), 62% of all new vehicle shoppers research their purchases 
online, and the average consumer visits approximately seven auto- 
motive sites before buying. 

5In addition to OBS, dealers and manufacturers have established 
their own Web sites. However, unlike the independent online info- 
mediaries, most have failed to establish a significant presence 
online. 


total sample of 26,361 consumers, 16,188 reported using 1 
or more of 30 different online infomediaries (OBS) as part 
of their automobile purchase process. 

Consumers answered questions related to their usage of 
‚ specific online OBS, information found online, price paid 
(excluding tax, license, and trade-in fees), vehicle choice, 
and satisfaction. They indicated which sites they had visited 
from a list of the top 30 automobile-related OBS and 
answered a set of questions about the specific type of infor- 
mation they found online. Of these, five items represented 
price-related information (e.g., information about rebates 
and special offers), and three items represented product- 
related information (e.g., reliability ratings of vehicles). The 
measures indicate good convergent validity (Gies = .83, 
Oproduct = -84, see Appendix B, Panel 1) and discriminant 
validity for product and price dimensions (for factor struc- 
ture, see Appendix B, Panel 3). 

Individual characteristics used as controls in the analy- 
sis include consumer demographics, psychographics, Inter- 
net usage, and technical competence measures. Consumer 
demographics measures included race, gender, age, educa- 
tion, and income. Price sensitivity and involvement with the 
product were two key psychographic dimensions (related to 
consumers’ utility for information) that captured the value 
consumers place on prices and product choice, respectively 
(Laurent and Kapferer 1985; Nunnally and Bernstein 1994; 
Zettelmeyer, Scott Morton, and Silva-Risso 2004). These 
were measured through items that consumers indicated to 
reflect their values. Involvement was assessed through 
responses to items such as “I want a vehicle that stands out 
from the crowd,” and price sensitivity was measured 
through responses to items such as “Т will shop as many 
dealers as it takes to get the absolute lowest price.” Mea- 
sures of psychographics traits of involvement and price sen- 
sitivity indicate convergent validity (Onvolvement = «77, 

= .62) and discriminant validity (for factor structure, 
see Appendix B, Panel 2). The pairwise correlation matrix 
appears in Appendix C. Descriptive statistics and a list of all 
measures appear in Appendix B. 


Preliminary Empirical Analysis 
Our preliminary analysis tests Ру and P, by examining the 
relationship between the type of information the consumer 
obtained and the resulting price he or she paid, controlling 
for individual (demographics, psychographics, Internet 
usage, and competence) and vehicle characteristics. We 
account for the possibility that the information obtained is 
itself driven by consumer characteristics through structural 
estimation. We used the three-stage least squares systems 
estimator to derive the parameters of the full system 
because we used endogenous variables (information found) 
in the first two equations of the model as explanatory 
variables for price paid. Furthermore, there is a possibility 
of correlation among error terms across regression equa- 
tions because the same unobserved variables may affect 
both product and price information retrieval. We control for 
vehicle characteristics by coding make, model, and trim 
information using the vehicle identification number. The 
specific system of equations we tested is as follows: 


(1) Found price information = Bo; 
+ Bo4_14(Individual controls) +e, 
(2) Found product information = Boy 


+ Bos_14(Individual controls) 4 Е, and 


ә Price paid = Во + Boz(Found price information) 
+ Bo3(Found product information) 
+ Bo4_14(Individual controls) 
+ Bis_154(Vehicle controls) + е. 


As Table 1 shows, the results support P, and P}. On 
average, finding more price information results in the con- 
sumer paying a significantly lower price (В = -.427, р < 
.01), and finding more product information results in the 
consumer paying a higher price (B = .190, p < .05) for the 
same vehicle. Furthermore, the analysis of information 
search outcomes and demographic data in the same model 
reveals,notable aspects of the information search and pur- 
chase process. Consumers who are more avid users of the 
Internet and those who have a greater technical competence 
are more likely to find both price and product information. 
In addition, consumer characteristics that are typically diffi- 
cult to assess (e.g., psychographics, education) influence 
information search behavior. Our tests of the impact of find- 
ing price and product information (Р, and Р») imply that 
finding information mediates the effect of individual char- 
acteristics on price paid. In addition to search competency 
and effort, demographics (e.g., race, education, income) and 
psychographic dimensions of involvement affect informa- 
tion found online (see Table 1). These findings indicate that 
price differences linked to demographics may be attenuated 
to some extent if the mediating role of finding information 
is taken into account. 

These results are based solely on consumers' responses 
to the type of information (price or product related) they 
obtained in their search process, regardless of the informa- 
tion sources used in their search process. Thus, although the 
findings point to the possibility of consumer segments 
(those that seek price information and those that seek 
product-related information) with significantly different 
prices paid for the same product, the findings per se are not 
of much use to firms unless there is a viable mechanism that 
enables them to identify and target these segments specifi- 
cally. Given that different OBS provide different types of 
information, a question that arises in this context is whether 
consumers' usage of OBS can be used as a viable mecha- 
nism to identify consumer segments that pay different 
prices for identical products. To answer this question, we 
examine consumers' OBS usage patterns and their conse- 
quences in greater detail. 


Characterizing OBS and Consumer 
Outcomes 


As we reviewed previously, OBS in the automotive retailing 
sector offer a wide variety of information that, on the sur- 
face, appears seemingly undifferentiated. In our empirical 
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TABLE 1 
The Impact of Information Obtained on Price Раја by Consumers 





Dependent Variables: Structural (Three-Stage Least Squares) Estimation 


Found Product 


Information 
Variables (1) 
Intercept —.108** (.055) 
Individual Controls 
Race (nonwhite) .088t (.023) 
Gender .024 (.016) 
Age (year of birth) .001* (.001) 
Education .013*** (.005) 
Income .001 (.000) 
Involvement -.039t  (.006) 
Price sensitivity -.010 (.008) 
Internet usage .0611 (.013) 
Technical competence .004t (.001) 


information Found 
Found price Information 
Found product information 


Found Price 

Information Price Paid 
(2) (3) 

.070 (.051) 2.7721 (.067) 
.040* (.022) .040*** (.015) 
.024* (.015) —.024** (.010) 
—.001  (.001) —.001 (.000) 
.015*** (.005) -.003  (.004) 
.001t (.000) .000** (.000) 
0431 (.006) .018 (.006) 
— 003  (.007) —022  (.005) 

.032*** (.012) 

.003*** (.001) 
—.427*** (.153) 
.190** (.096) 


System-welghted R2 = .87, № ISTWISE) = 4474 


*р<.10 
**p«.05 
“ер < .01. 
Тр < .001. 


Notes: Unstandardized regression coefficients are shown along with standard errors. Vehicle controls not shown appear In price-pald equation. 


The main results are indicated In bold. 


analysis, we first explore whether there are any systematic 
patterns of information provision that can be used to clas- 
sify OBS into clusters. Next, building on prior research and 
the analytical model, we develop predictions relating OBS 
cluster usage to three key outcomes—price, vehicle choice, 
and satisfaction. Then, we show that OBS cluster usage is 
associated with specific consumer characteristics (e.g., 
demographic and psychographic variables) that help make 
segmentation based on OBS use actionable. 


Consumer Usage Patterns and OBS Clusters 


Prior research has suggested that consumers differ in their 
preferences for different information categories because of 
heterogeneity in the outcomes they value (Furse, Punj, and 
Stewart 1984; Olshavsky and Wymer 1995). These differ- 
ences in information needs trigger information-seeking 
behavior based on the expected utility of information search 
(Belkin and Croft 1992). Therefore, patterns of informa- 
tion-seeking behavior can be used to characterize how con- 
sumers use the different OBS. Our data set captures the use 
of 30 major OBS by consumers, enabling us to uncover dis- 
tinct infomediary categories as revealed by consumers’ 
usage patterns. The use of a combination of OBS by the 
same consumer provides evidence that the OBS satisfy 
similar categories of information needs. Thus, aggregating 
pairwise usage of OBS over the population of consumers 
serves as an objective indicator of how close or far apart the 
two OBS are in terms of the information needs they satisfy. 
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Consumers typically visit more than one OBS (sample 
average = 1.67, SD = 2.34), and pairwise analysis of OBS 
usage enables us to examine whether particular pairs of 
OBS are used together by more (fewer) consumers than 
would be expected if selected at random. Let p, be the 
probability of a randomly selected consumer visiting OBS. 
The expected value of p, is given by the number of con- 
sumers visiting OBS; as a proportion of the total number of 
consumers in the data set. Now, consider a pair of OBS, 
OBS; and OBS,. Then, р, Х р, is the expected probability of 
joint visits under conditions of independence—that is, when 
the choice of a particular OBS is independent of the con- 
sumer’s choice of another OBS. Let ру be the observed 
probability of a consumer visiting both OBS; and ОВ$.. 
The difference between ру; and p, X р; represents the extent 
to which visits to a pair of OBS are more or less than what 
would be expected on the basis of the likelihood of inde- 
pendent visits. We obtain the observed and expected pair- 
wise probabilities from count data, which indicate the pro- 
portion of consumers who visit each respective OBS and 
each OBS pair. We use the chi-square distance metric, 
which is a square-root of the chi-square statistic— 
[(observed — expected)?/expected]—as a measure of prox- 
imity among OBS pairs. This represents the degree to 
which consumers are (un)likely to use the two OBS 
together. We calculate the distance metric for each pair of 
OBS, which results in 30 x 29 combinations. 


We then use multidimensional scaling (MDS) to map 
each OBS onto spatial coordinates that are consistent with 
the pairwise measures.6 The MDS technique assigns a spe- 
cific location in Euclidean space to every OBS such that the 
distance between every pair of OBS in Euclidean space 
matches the pairwise distance matrix as closely as possible. 
The MDS plot (see Figure 1) indicates that there are three 
distinct groups of OBS. Online buying services within a 
group (proximal) are used together more than those across 
groups (distant). We then use the position vectors from 
MDS (three dimensions for each OBS—X, У, and Z coordi- 
nates) as inputs into the cluster analysis procedures. 

We use a two-step cluster analysis approach with com- 
plementary methods to determine cluster structure. Cases 
(each case corresponds to an OBS) are clustered rather than 
variables (spatial coordinates). Following recommendations 
from prior work (e.g., Ketchen and Shook 1996), we use a 
hierarchical agglomerative method to produce centroid esti- 
mates and determine the appropriate numbers of clusters 
based on the MDS coordinates. We use Ward’s (1963) mini- 


6We follow a two-step approach of first using MDS and then 
using cluster analysis to derive segments. This approach may pro- 
duce varying results if researchers fail to retain valuable informa- 
tion about distances in components with smaller eigenvalues and 
because of the sensitivity of results to alternative methods (Sinha 
and DeSarbo 1998). In this study, we confirmed the stability of our 
results under these varied spatial models (two dimensions and 
three dimensions), rotational schemes, and normalizing tech- 
niques. Furthermore, we do not interpret the specific positions of 
OBS or the dimensions; rather, we are interested in groupings, 
which we then assess on the basis of consumer characteristics and 
outcomes. 


mum variance method because it maximizes intercluster 
differences, tends to produce clusters of relatively equal 
size, and is relatively insensitive to outliers (e.g., Jobson 
1992). The dendogram indicates a three-cluster solution 
with the group centroids being clearly separated. These 
three distinct clusters are interpretable and map onto the 
MDS visualization. We use k-means clustering, which 
employs an iterative algorithm to minimize within-cluster 
and maximize between-cluster distances, to confirm these 
clusters (Sireci, Robin, and Patelis 1999). Furthermore, we 
conduct stability tests by repeating the MDS analysis and 
clustering for two subsamples, each of which consists of a 
random half of the observations. 

The three distinct OBS clusters we uncovered empiri- 
cally confirm distinct OBS usage patterns. Cluster 1 con- 
sists of OBS such as Edmunds, Autobytel, and Kelley Blue 
Book; Cluster 2 consists of OBS such as Motor Trend 
Online, Car and Driver, and Road and Track Online; and 
Cluster 3 consists of OBS such as Lycos Autos, Netscape 
Autos, and Yahoo Autos. 

Next, we examine whether using the different OBS 
clusters results in differences in the amount of product or 
price information consumers obtain. To indicate cluster 
usage, we associate each case in the data set (representing a 
single consumer) with three dichotomous variables that rep- 
resent whether a consumer used Cluster 1, Cluster 2, or 
Cluster 3. As a result, although cluster membership for an 
OBS is an exclusive relationship, consumers may use more 
than one cluster. We test this relationship between cluster 
use and the level of product and price information obtained 
(found) using a seemingly unrelated regression estimation 
(SURE) model. We control for consumer characteristics 


FIGURE 1 
Two-Dimensional Representation of OBS Positloning Based on Consumer Usage Patterns 


Generic 


Dimension 2 
о 


0 





Dimension 1 


Notes: n = 30. Each point shows an OBS. Closeness represents a greater Iikellhood of being used together. 
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(demographics, psychographics, Internet usage, and compe- 
tence) to ensure that the results are directly attributable to 
the use of the clusters. The system of equations we test is as 
follows: 


(4) Found product information = Bp; + Bo;(Cluster 1 use) 
+ Bg3(Cluster 2 use) 
+ Bo4(Cluster 3 use) 
+ Bos_15(Individual controls) 
+e, and 


(5) | Found price information = fo; + Bg(Cluster 1 use) 
+ Box (Cluster 2 use) 
+ Bo4(Cluster 3 use) 
+ Bos; s (Individual controls) + =. 


Table 2 summarizes the results of the model. Using 
Cluster 1 results in consumers finding more price informa- 
tion than using Clusters 2 or 3, using Cluster 2 results in 
consumers finding more product information than using 
Clusters 1 or 3, and using Cluster 3 results in consumers 
finding less product and price information than using Clus- 
ters 1 or 2. We also confirm these significant differences 
across Clusters using a multivariate analysis of variance. 
This empirical analysis of the relationship between cluster 
usage and information found, along with a content analysis 
of the OBS sites contained in each cluster, suggests that 


prospective buyers perceive Clusters 1 and 2 as price- 
related OBS and product-related OBS, respectively. Note 
that the OBS themselves might not be positioned (or 
branded) as price-related OBS or product-related OBS; we 
use these terms simply to denote the type of information 
that consumers are more likely to find when using these 
OBS clusters. 

Unlike Clusters 1 and 2, whose users find focused infor- 
mation on specific dimensions of interest, Cluster 3 com- 
prises sites that belong to portals, such as AOL, Yahoo, and 
Netscape. These portals typically provide a broad array of 
information services that, as a result, may be of lower qual- 
ity and result in less information. Notably, because of prior 
research and a priori arguments, we expected the price- and 
product-related OBS categories, but the existence of gener- 
alist portal sites as a third category that leverages captive 
consumer relationships represents a different positioning 
strategy for an OBS. 


The Outcomes of OBS Cluster Usage 


We examine the price paid, vehicle choice, and satisfaction 
with online search as outcomes related to the use of OBS. 
As we noted previously, on the basis of the information that 
consumers are likely to find, we label Cluster 1 “price- 
related OBS” and Cluster 2 “product-related OBS.” Given 
this differentiation in information found by consumers 
using these different clusters, it follows from our prior 
analysis that consumers will experience different outcomes 
depending on the type of OBS they use in their purchase 


TABLE 2 


Information Found Explalned by OBS Cluster Used 


Dependent Variables: Structural (SURE) Estimation 


Found Product Found Price 
Information Information 
Variables (4) (5) 
Intercept .067 (.045) .341"** (.032) 
Cluster Usage 
Cluster 3 use .062*** (.011) .022** (.008) 
Cluster 2 use .195*** (.012) .051*** (.008) 
Cluster 1 use .132** (.012) .159*** (.009) 
Controls 
Race (nonwhite) .031  (.016) —.004 (.012) 
Gender .018 (.012) —016*  (.008) 
Age (year of birth) .001** (.001) .000 (.000) 
Education .012** (.004) .009** (.003) 
Income .003* (.002) .002  (.001) 
Technical competence .071*** (.009) .045*** (.007) 
Internet usage .003** (.001) 001 (.001) 
Involvement —.002  (.005) .004 (.004) 
Price sensitivity —.004 (.005) .014*** (.004) 
System-weighted R2 = .102, Ма STWISE) = 4980 
“р < .05. 
“p< 01. 
***p < 001. 


Notes: Unstandardized regression coefficients and standard errors are shown. The maln results are indicated in bold. 
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process. This leads to our predictions regarding the impact 
of the different OBS categories:? 


H,: Consumers using price-related OBS pay a lower price on 
average (for the same vehicle) than other consumers. 

Но: Consumers using product-related OBS pay a higher price 
on average (for the same vehicle) than other consumers. 


In addition, we expect that the use of product-related 
OBS enables consumers to find offerings that better fit their 
preferences. The underlying logic is that though the avail- 
ability of price information affects vehicle choice, the focus 
on price as the primary criteria of choice constrains the 
available alternatives. However, given the highly differenti- 
ated nature of the product, product information has a greater 
impact on a consumer's vehicle choice, making it more 
likely for the consumer to change his or her initial vehicle 
choice. Thus: 


Нз: Users of product-related OBS are more likely than users 
of price-related OBS to change their vehicle choice as a 
consequence of obtaining information from these OBS. 


As we argued previously, price-related OBS create 
value for consumers by helping them find better prices, and 
product-related OBS create value by helping consumers 
find products that match their preferences on specific attrib- 
utes. Both outcomes should enhance consumer satisfaction. 
Therefore, the impact of OBS usage on consumer satisfac- 
tion is likely to be influenced by consumer outcomes 
related to price and vehicle choice. 


H4: Consumers who pay lower prices or alter their vehicle 
choice are more satisfied with the online search process 
than the average consumer. 


Empirical Findings 


Again, we use the SURE empirical specification to test the 
effects of OBS cluster use on consumer outcomes; the dif- 
ferent consumer outcomes are the dependent variables, and 
consumers' usage of price-related OBS, consumers' usage 
of product-related OBS, and portals are the independent 
variables. We control for vehicle (make, model, and trim) 
and consumer (demographics, psychographics, Internet 
usage, and competence) characteristics to ensure that the 
results are directly related to the use of the clusters and are 
not an artifact of consumer traits or vehicle-specific factors. 
The system of equations we test is as follows: 


(6) Price paid = Bp; + Bo; (Portal cluster use) 
+ Bos (Product cluster use) 


+ Bo4(Price cluster use) 
+ Bos 1s(Individual controls) 
+ B16 15 (Vehicle controls) + €, 


TWhereas P, and P, examine the implications of consumers 
obtaining more price and product information, Ну and Н examine 
the outcomes of consumers' usage of different OBS types. If all 
consumers that seek price (product) information use pure price- 
related (product-related) OBS, the propositions and corresponding 
hypotheses would be identical. However, as we noted previously, 
although OBS might specialize in providing one type of informa- 


(7) Vehicle choice = Boy + Bo? (Portal cluster use) 
+ Bos (Product cluster use) 
+ Bo, (Price cluster use) 
+ Bos. 15 (Individual controls) 


+ Bie 155 Vehicle controls) + е, and 


(8) Satisfaction = Во” + Во» (Portal cluster use) 
+ Bg3~(Product cluster use) 
+ Bo4-(Price cluster use) 
+ Bos 15" (Individual controls) 
+ В16 155 ( Vehicle controls) 
+ В156”(Рисе paid) 
+ Bis (Vehicle choice) + Е. 


The results we show in Table 3 confirm that consumers 
experience significantly different outcomes depending on 
the OBS cluster they use. Consumers using the price-related 
OBS cluster pay a significantly lower price for the same 
vehicle, in support of Ну. Consumers using the product- 
related OBS cluster pay a significantly higher price than 
price-related OBS consumers for the same vehicle.8 How- 
ever, the differences in prices paid by consumers who use 
the product-related OBS and those who use price-related 
OBS reported in Table 3 are not as strong as those reported 
in Table 1. Consumers who obtain an additional unit of 
price-related information pay an average of approximately 
$854 less for the same vehicle (Pj), whereas those who 
obtain an additional unit of product-related information pay 
an average of approximately $633 more for the average car 
(P2). Although this potential for price discrimination is not 
perfectly captured by consumers' OBS usage (Table 3), we 
find that consumers using the price-related OBS cluster 
tend to pay approximately $404 less than the average online 
consumer (H,).9 This may be because though we classify 
the OBS as price-related OBS and product-related OBS, 
most OBS in these clusters provide a mix of the different 
types of information. Although OBS may differ in their 


tion (price or product), most OBS still tend to provide a mix of the 
different types of information. 

SFirst, note that the classification of price-related OBS, product- 
related OBS, and portals is not based on information obtained or 
consumer outcomes, such as prices. It is based solely on pairwise 
usage patterns. Second, the differences in prices paid are signifi- 
cant even after we control for price sensitivity and product 
involvement, as well as consumer characteristics, implying that the 
information provision plays a significant role. Third, all OBS sup- 
ply a mix of 1nformation types (though they may focus on more 
than others), and consumers are not perfectly informed about OBS 
positioning. Finally, consumers may also be using other informa- 
tion sources in addition to the Internet and may also engage in 
face-to-face negotiations. 

?The dollar figures illustrating the impact of price and product 
information are based on a $20,000 car (~average for our sample) 
and an incremental unit of (price/product) information found by 
consumers. 
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TABLE 3 
Consumer Outcomes Explained by OBS Cluster Used 





Dependent Varlables: Structural (SURE) Estimation 


Price Paid 
Variables (6) 
Intercept 2.6891  (.070) 
Cluster Usage 
Portal cluster use —.009 (.009) 
Product cluster use —.003 (.009) 
Price cluster use —040t  (.009) 
Controls 
Race (nonwhite) .025* (.013) 
Gender —.016* (.009) 
Age (year of birth) .000 (.000) 
Education —004 (.003) 
Income .000 (.000) 
Technical competence .003 (.007) 
Internet usage .002** (.001) 
Involvement .011*** (.004) 
Price sensitivity —016t  (.004) 
Consumer Outcomes 
Price paid 


Vehicle choice impact 


Vehicle Choice Impact Satisfaction 
(7) (8) 
—,087 (.086) 6.883t (.250) 
.044* (.025) —115* (.063) 
2221 (.025) .124** (.063) 
.138*** (.024) „5337 (.061) 
.105*** (.035) 135  (.087) 
.005 (.025) .026 (.061) 
.007t (.001) .013t  (.003) 
.027t (.008) .002  (.033) 
.000* (.000) .000 (.001) 
.086t (.020) .298t (.050) 
.009t (.002) .021t (.005) 
.025** (.010) .024  (.027) 
.016  (.012) .002  (.029) 
.014 (.030) 
.952t (.039) 


System-welghted R2 = .877, Naistwisp = 4474 


tp « .001 ; 


Notes: Unstandardized regression coefficients and standard errors are shown. Vehicle controls not shown are included in all equations. The 


main results are indicated In bold. 


relative emphasis of providing price versus product infor- 
mation, the availability of a mix of information is likely to 
attenuate the strength of the results in Table 3. 

In H3, we argue that consumers using the product- 
related OBS cluster are more likely to alter their initial 
choice of make and model after visiting product-related 
OBS. The results confirm this hypothesis and reinforce our 
modeling assumptions that product information yields a 
better fit. Users of product-related OBS are 10.6% more 
likely to change their vehicle choice than is the average 
consumer. In contrast, consumers in the portal cluster are 
the least likely to alter their vehicle choice, whereas con- 
sumers in the price-related OBS cluster fall between these 
extremes. Because our measure of vehicle choice impact 
was a three-point scale, we estimated the model through 
ordered probit analysis as well, which yielded the same 
results. 

Consistent with H4, we find that consumers whose vehi- 
cle choices were affected by the acquisition of online infor- 
mation are likely to be more satisfied with the online infor- 
mation search process. Conversely, we find that consumers 
who pay a lower price are not significantly more satisfied 
than other consumers. Even after controlling for price paid 
and impact on vehicle choice, we find a direct impact of 
price-related OBS usage on satisfaction. As Table 3 shows, 
the use of product-related OBS increases satisfaction by 
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1.896, whereas the use of price-related OBS increases satis- 
faction by 7.996. 


Consumer Characteristics and OBS Cluster 
Usage 


Recall that a key objective of this study was to understand 
how firms can effectively identify consumer segments on 
the basis of their use of online infomediaries. To accom- 
plish this, we conducted a post hoc analysis to examine 
whether OBS cluster usage is associated with significant 
differences in consumer characteristics. We used a general- 
ized linear model that combined regression analysis and 
analysis of variance for multiple dependent variables by the 
factor variables (OBS usage cluster membership) and 
covariates. Using this general linear model procedure, we 
tested the effects of factor variables on the means of various 
groupings of a joint distribution of dependent variables. The 
generalized linear model method transformed the categori- 
cal variables into sets of indicator variables and calculated 
parameters using iterative weighted least squares. Table 4 
presents the results of testing the following equation: 


(9) (Age, Race, Gender, Education, Income, Technical 
competence, Internet usage, Involvement, Price sensitivity) 


= f(Price cluster use, Product cluster use, Portal cluster use). 
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The results show that consumers who use OBS belong- 
ing to different clusters differ significantly in their psycho- 
graphic and demographic profiles. In particular, we find that 
consumers in the price- and product-related OBS clusters 
are technically more sophisticated, as indicated by technical 
competence, and are more avid users of the Internet than 
consumers in the portal cluster. Consumers in the portal 
cluster are also significantly different from consumers in 
the price- and product-related OBS clusters in their demo- 
graphics, as indicated by race, age, education, and income. 
Specifically, consumers in the portal cluster tend to be 
younger, nonwhite, and less educated and to have lower 
incomes. It is noteworthy that prior research has identified 
these demographic categories as being more susceptible to 
discrimination by dealers in physical settings (Ayres and 
Seigelman 1995; Scott Morton, Zettelmeyer, and Silva- 
Risso 2001а). The lack of significant differences in the 
demographics of consumers in the price- and product- 
related OBS clusters further suggests that differences in 
information search behavior are related more to differences 
in their psychographic profiles than in their demographics. 


Discussion and Implications 


Our goal in this article was to investigate the role of online 
infomediaries in market segmentation and price discrimina- 
tion in the automotive retailing context. In contrast to prior 
work, which has largely overlooked the distinction between 
the various types of infomediaries, our findings show that 
automotive retailing infomediaries fall into distinct cate- 
gories based on consumer usage patterns: price, product, 
and portal clusters. A natural question that arises in this 
context is, What is the impact of using the different types of 
infomediaries? In addition to the differences in the prices 
paid by consumers using the different OBS clusters, we find 
that consumers who use product-related OBS revise their 
vehicle (make and model) preferences, suggesting that 
product-related OBS add value by helping consumers make 
better product choices. This is also supported by our finding 
of improved satisfaction for these consumers. Although 
price-related OBS usage is less likely to affect consumers' 
vehicle choices, those who use price-related OBS pay a sig- 
nificantly lower price than other consumers. Consumers 
who use portals pay higher prices than those who use price- 
related OBS, and they are less satisfied with their outcomes 
than consumers who use product-related OBS. 

Our results also indicate that even after we control for 
price and vehicle choice impact, use of price-related OBS 
has a direct impact on consumer satisfaction. This sug- 
gests that there could be other benefits from using price- 
related OBS that are not captured by these two outcomes. 
For example, obtaining price information may save con- 
sumers the costs of physical visits to and unpleasant negoti- 
ations with dealers. To verify this, we performed post hoc 
tests to examine the number of reported physical dealer vis- 
its. These results show that consumers who use price- 
related OBS tend to visit significantly fewer physical deal- 
ers (p « .001). Both consumers who use product-related 
OBS and those who use portal-related OBS visit more 
physical dealers than the average online consumer, and con- 
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sumers who used portal-related OBS make the most visits. 
It is likely that though portal consumers visit additional 
dealers to compensate for their inability to find price and 
product information online, consumers who use product- 
related OBS, and who are generally more involved with the 
purchase, may have a greater need for physical stimuli, 
which they do not adequately obtain through the use of the 
Internet. 

In summary, both price- and product-related OBS clus- 
ters improve consumer welfare—the former through lower 
prices and the latter through a better product fit. Portals 
appear to contribute the least to consumer welfare because 
their users pay higher prices and achieve a lower product fit. 
It is important to note that we determine the impact on con- 
sumer outcomes after we control for consumer psycho- 
graphics (price sensitivity and involvement) and demo- 
graphics. This shows that in addition to individual 
differences, the outcome is a result of systematic differ- 
ences in consumers' OBS usage. 

The differences in consumer outcomes we highlighted 
previously point to a low-cost mechanism to implement 
price discrimination to complement existing strategies. In 
particular, the users of these OBS clusters pay different 
prices for the same vehicle, suggesting the potential role of 
these infomediaries in segmentation and price discrimina- 
tion.!0 Although this finding is actionable in itself, these 
OBS usage patterns are also linked to systematic differ- 
ences in consumer characteristics. The average portal user 
is likely to be more vulnerable to discrimination in conven- 
tional channels. Furthermore, consumers using price- and 
product-related OBS clusters are not significantly different 
in their demographics. Although differences in demo- 
graphic characteristics are usually more easily observable 
by sellers, attitudinal differences, as revealed by psycho- 
graphics, are less apparent. This makes our findings of the 
effectiveness of using OBS clusters for segmentation and 
price discrimination more compelling. 

Before we discuss the implications of the results, it is 
important to acknowledge the limitations of this work. First, 
we are limited by our reliance on secondary data collected 
by a third party. However, this extensive data set represents 
one of the largest surveys of new vehicle buyers and is rep- 
resentative of the U.S. new vehicle market, and the mea- 
sures used possess good psychometric properties. Second, 
there is a possibility of common methods bias because the 
data was collected through a single survey instrument. This 
is mitigated by having each response elicited through new 
vehicle registrations and tied to an objectively verified pur- 
chase. We also conducted Harmon's single factor test (Pod- 
sakoff and Organ 1986) on the perceptual indicators col- 
lected through the survey, and we obtained multiple factors 
with eigenvalues greater than 1; the largest factor accounted 
for less than 2596 of the variance. This indicates that com- 
mon methods variance is unlikely to be a major concern in 
testing our research models. Our price sensitivity measure 
has a lower-than-ideal reliability (осе = .62) and further 


10This finding is robust to structural specifications, with infor- 
mation found as a mediator and the likelihood of unobserved con- 
sumer characteristics driving both OBS use and outcomes. 


research should seek better measures for this construct. A 
final limitation is that we infer OBS positioning and infor- 
mation provision strategies on the basis of consumer data. 
However, a content analysis of OBS sites and discussions 
with industry experts helped confirm our findings. 


Implications for OBS 


Our findings have significant implications for the competi- 
tive positioning of OBS. Although a cursory examination of 
the online infomediary landscape suggests undifferentiated 
competition, with most infomediaries offering a mix of 
information, a more systematic analysis reveals distinct pat- 
terns of usage by online consumers. Because consumers are 
differentiated on their underlying needs for the different 
types of information, infomediaries would benefit by better 
highlighting their domain of specialization. As we noted 
previously, our results indicate that greater specialization 
and differentiation of OBS clusters to facilitate consumer 
self-selection would increase the effectiveness of these 
OBS. 

Another set of implications is related to the pricing of 
referral services to dealers by OBS. Currently, dealers pay a 
uniform referral fee for each lead regardless of the OBS that 
provides it. However, given the potentially higher profit 
margins of leads from product-related OBS and portals, 
these OBS can charge a premium for their referral 
services.!! Our results show that price- and product-related 
OBS add significant value to the price- and product- 
conscious customers, respectively. Thus, they could benefit 
by more selectively targeting these consumers because this 
would improve their attractiveness to their partners (deal- 
ers) in the traditional value chain. Rather than seeking to 
position themselves as information specialists, portals 
should leverage their relationships with their captive cus- 
tomer segments. As their consumers become more technol- 
ogy savvy, the portals risk losing these segments to the 
other OBS clusters. Our findings also have implications for 
the design and structure of OBS system interfaces. 
Clemons, Hann, and Hitt (2002) observe that product- 
sensitive customer segments may have a higher valuation 
for system interface quality than price-sensitive customers. 
In addition, given the demographic and technographic pro- 
files of the different segments, price-sensitive customers 
may find it easier to navigate more complex interfaces. 
Conversely, portal consumers who are less technology 
savvy would need more easy-to-use and interactive 
interfaces. 


Implications for Dealers and Manufacturers 


This study provides a new basis for segmenting online con- 
sumers and identifies profiles of the resulting segments. The 
recognition and tracking of infomediary use promises to be 
an effective price discrimination mechanism. As more con- 
sumers use online shopping channels, understanding sys- 
tematic differences in online consumer behavior will be 
more important in enabling traditional supply chain mem- 
bers to craft appropriate segmentation and pricing strate- 


11We thank Dennis Galbraith (senior director, automotive mar- 
keting solutions, J.D. Power and Associates) for this insight. 


gies. Our findings suggest that OBS in these three distinct 
clusters should be viewed as complements (rather than as 
substitutes), given that the consumers referred by these dif- 
ferent clusters differ not only in their underlying demo- 
graphic and psychographic characteristics but also in their 
price sensitivities. 

Compared with other segmentation and price discrimi- 
nation strategies, such as versioning, product-line exten- 
sions, and couponing, segmentation based on OBS usage 
serves as an effective and robust self-selection mechanism. 
Using online infomediaries as segmentation mechanisms 
also provides managers with a way to limit the negative 
impact of discounts and coupons on brand equity. By 
restricting price promotions to the consumer segments that 
use price cluster infomediaries, a firm can minimize the 
exposure of the promotion to the more brand-sensitive 
segments. 

Whereas prior research has focused mainly on price dis- 
crimination, this study confirms that other outcomes related 
to consumer fit with product attributes, as well as consumer 
ability to find the appropriate information, need to be con- 
sidered as well. In addition to the differences in the prices 
the customer segments using the distinct OBS clusters pay, 
these segments might differ in their cost to serve and in 
their service and promotional responsiveness. These con- 
sumer segments would have different levels of attractive- 
ness for different sellers. Dealers and manufacturers can 
design their value propositions, marketing strategies, and 
resource allocation in an efficient way to deliver the most 
value to these different segments. For example, the explo- 
sion of new technologies that are difficult to explain and 
need to be experienced by consumers has led dealers and 
manufacturers to invest in "experiential events" (Boudette 
2005). Dealers and manufacturers would benefit by target- 
ing consumers referred by product-related OBS for such 
events. In addition, as in the case of airlines that have 
changed their pricing strategy from pricing flights to pricing 
itineraries, firms can develop pricing structures based on 
other characteristics (e.g., service quality) that differentiate 
the segments. 


Conclusion 
Despite significant advances in identifying analytical 
approaches for market segmentation, the inability to imple- 
ment these segmentation strategies effectively has limited 
their usefulness. As Moorthy (1984, p. 288) notes, market 
segmentation strategies have typically been difficult to 
implement in practice because “identifiable characteristics 
of consumers—demographic characteristics, mostly—may 
not be useful in suggesting real differences in consumer 
behavior—differences that a firm could use.” The current 
article identifies a new mechanism for segmentation of 
online consumers using differentiated online infomediaries. 
The results show that even in online environments with 
abundant information and reduced search costs, consumers 
are differentiated on the type and extent of information they 
find in their vehicle purchase process. More important, 
these segments are differentiated not only on the price they 
pay but also on their underlying demographic and psycho- 
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graphic profiles. Thus, customer heterogeneity in informa- 
tion needs and retrieval, which drives the use of different 
online infomediary clusters, can serve as a robust mecha- 
nism for segmentation and price discrimination. 

Understanding the evolving role of technological chan- 
nels and consumers’ usage of emerging technologies in the 
purchase process is crucial. Even for firms that do not use 
online channels for selling their products, online channels 
can have a substantial impact on profitability and survival. 
Our study provides insights into how online infomediaries 
can not only benefit consumers but also offer traditional 
firms the potential to fine-tune their marketing strategies. 
An examination of OBS suggests that they are differenti- 
ated from one another, and the assumption implicit in prior 
research that treats online infomediaries as a unitary cate- 
gory appears questionable. Our study highlights the need to 
go beyond a unidimensional focus on price and to under- 
stand the systematic differences among infomediaries and 
their impacts on market outcomes. Inevitably, this research 
raises more questions than it answers. As the economics of 
supplying price-related information is different from that of 
supplying product-related information, when is it optimal 
for an infomediary to provide price- and/or product-related 
information, and what are the underlying drivers of such 
information provision? Further research should examine 
these questions in depth. 


Appendix A: Proofs of Propositions 
Given that online infomediaries provide varying combina- 
tions of product and price information, we are interested in 
examining the implications of such differential information 
being made available to consumers. We describe an 
analytical model that examines the implications of provid- 
ing price- and product-related information to consumers. In 
keeping with the context of this study, we are particularly 
interested in the impact of information provided by neutral 
third-party infomediaries rather than by the firms per se. 
Because infomediaries in our model are passive information 
providers, we do not model their strategic intent. 

We model a stylized duopolistic setting in which identi- 
cal firms, A and B, located at the two ends of a unit-line 
segment (Firm A is located at 0, and Firm B is located at 1) 
sell differentiated offerings to a unit mass of consumers. 
The firms in our model represent traditional dealers with 
differentiated offerings. Because we are primarily interested 
in the impact of third-party information on prices, we 
assume that the firms’ locations are fixed. Consumers are 
utility maximizers, and each consumer is in the market for 
one unit of a product. Each consumer has an ideal product 
that gives him or her the highest utility, and this ideal prod- 
uct determines his or her location on the unit-line segment. 
The consumer incurs a loss of utility when he or she buys a 
product other than the ideal one. Consumers are assumed to 
have a high reservation price f compared with their total 
costs. High reservation prices ensure that consumers always 
purchase a product and that the market is covered; so the 
problem focuses purely on the competitive aspects of the 
channel (Economides 1989). Consumers are distributed 
according to their ideal products on the unit interval by a 
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cumulative distribution function F, and the consumer den- 
sity f(x) is continuous, twice differentiable, and strictly log- 
concave. Several well-known distributions, including uni- 
form, normal, exponential, Weibull, and beta, among others, 
have log-concave density functions (see also Bagnoli and 
Bergstrom 2004). For the sake of simplicity, we consider a 
symmetric distribution F. Thus, if x denotes a point on this 
interval, f(x) is the consumer density, and F(x) is the cumu- 
lative distribution function (the probability that the variable 
takes a value < x), given by F(X) = ах zPr[a« X <b], 
where f(x) is continuous and twice differentiable, with a 
strictly log-concave density, and F(0) = 0, F(1) = 1. 

Firms attempt to maximize profits, and given their loca- 
tions and the distribution of consumer preferences, they 
simultaneously choose prices noncooperatively. Without 
loss of generality, we assume that the fixed costs and mar- 
ginal costs of both firms are zero. 

Disutility when the consumer buys a product other than 
his or her ideal one varies linearly with distance. The total 
cost a consumer incurs when he or she purchases a product 
is the sum of the price he or she pays for the product and the 
misfit (disutility) cost. The utility that a consumer located at 
a distance x; from Firm A derives when purchasing from 
Firm A is given by U, = r - pa – (t)x,, where t is the disutil- 
ity per unit distance. 

We use this setup to analyze the impacts of increasing 
product and price information availability to consumers. To 
examine tbe differential impacts of price- and product- 
related information, we are interested in the two extreme 
cases: (1) All consumers have access to full product-related 
information but not to price-related information, and (2) 
consumers have access to the firms' prices but lack access 
to product-related information. We then examine the impact 
of increasing access to price-related information to con- 
sumers in the first setting and the impact of increasing 
access to product-related information to consumers in the 
second setting. 


Proof of P, 


Let x be the location of the indifferent informed consumers. 
Let pa be the price charged by Firm A and pg the price 
charged by Firm B. As we noted previously, the total cost to 
a consumer located at distance x from Firm A and purchas- 
ing from Firm A is рд + tx. Correspondingly, the cost to the 
consumer of purchasing from Firm B is pg + t(1 — x). The 
location of the indifferent consumer is given by рд + tx = 
Pp + t(1 — x); that is, 


_Рв-РА +1 
У с 
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A fraction 6 of consumers have costless access to the firms’ 
prices, and the rest (1 — Ө) are uninformed about the firms’ 
prices and have symmetric expectations about the prices 
charged by the two firms; that is, they expect the prices both 
firms charge to be identical. All consumers are perfectly 
informed about the product characteristics of both firms. 
Then, Firm A's demand from informed consumers is ВЕС, 
and Firm B's demand is 00 — F(x)]. Firm A's (as well as 


Firm B's) demand from uninformed consumers is (1 — 6)/2. 
The profit functions of the two firms are given by 


Given the firms’ profit functions, we derive the fulfilled- 
expectations equilibrium prices på and р} as follows: Dif- 
ferentiating the profit functions with respect to prices, we 
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Solving for first-order conditions, the optimal prices for 
the two firms are given by 
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In the case of identical firms (Firms A and B are identi- 
cal except for locations) and a symmetric distribution F of 
consumers, the firms’ prices are the same in equilibrium 
(1.е., pa = pp). Аз is evident from Equation АІ, in the case 
of a symmetric distribution F, på = рв, and thus the unin- 
formed consumers’ expectations about the relative prices 
the two firms charge are indeed fulfilled in equilibrium.!? 
Furthermore, as is evident from the expressions in Equation 
A1 for optimal prices, på and рд decrease as 0 increases. In 
other words, as O (the availability of price information) 
increases, the proportion of informed consumers increases, 
leading to lower prices. 


I2Although we use the terminology of a "fulfilled-expectations 
equilibrium" (see, e.g., Katz and Shapiro 1985), the prices we 
derived in Equation AI also satisfy the requirements of a 
Bayesian-Nash equilibrium. (In equilibrium, uninformed con- 
sumers are correct in their beliefs about relative prices charged by 
both firms.) 


Proof of P; 


As was the case previously, to highlight the impact of prod- 
uct information, we consider the case in which all con- 
sumers have full access to the firms' prices; that is, we 
assume that 0 = 1. The profit functions of the firms are then 
given by 


Substituting 0 = 1, in the expressions for optimal prices in 
Equation A1, we have 


(A2) Pa = 
| 


To examine the impact of changes in product information 
availability, we consider a specific log-concave probability 
distribution, namely, a beta distribution. Beta distributions 
have been widely used to model consumer preferences 
because they fit empirical distributions of consumer pur- 
chases well (Ansari, Economides, and Ghosh 1994). A uni- 
form distribution is a special case of a beta distribution with 
al=a2=1. 

Let consumer preferences follow a symmetric unimodal 
beta distribution with shape parameters 0 = 6 = а 2 1. 
The level of heterogeneity in consumer preferences can be 
measured by the parameter о. The beta distribution enables 
us to vary the degree of heterogeneity in consumer prefer- 
ences while holding constant the number of consumers in 
the market. 

The probability density function of the beta distribution 
is given by 


x9 -1(1— x)*-ldx 
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where В[а, ој is the beta function with Bla, a] = 
Јбха– 1(1 — x)&- Idx. The expected value of the beta distrib- 
ution is 


and its variance is 
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The variance of a symmetric beta distribution is inversely 
related to а. For © >1, the higher the value of a, the more 
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peaked is the distribution, and the more homogeneous are | 


the consumer preferences. With identical firms and а sym- 
metric distribution of consumers, the optimal prices are 


Specifically, for a symmetric beta distribution, we have 


"DC JxT[o] 
РА =рв = TS 
(5+) 
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When consumers have little product-related informa- 
tion, they are indifferent to the competing offerings and 
make their purchase decisions based solely on the relative 
prices. This can be represented by a distribution with low 
variance (high 0), with consumers being clustered toward 
the mean. Because consumers obtain more product-related 
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information, their preferences become well defined, and 
they discover that their preferences are more closely aligned 
with one of the competing offerings. In other words, the 
variance of the distribution of consumer preferences 
increases as consumers discover their true preferences. 
Thus, increasing product information causes an increase in 
the variance (lower о) of the distribution of consumer pref- 
erences. Figure A1 illustrates how the optimal prices vary 
with 0. 


FIGURE A1 
Optimal Prices with Product Information 
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APPENDIX B 
Descriptive Statistics and Measures 





Panel 1: Construct Operationalization 


Metaconstruct Constructs M SD Operationallzed as 
Consumer Involvement 3.26 1.15 Average of agreement (five-point scale) with 
psychographics (Cronbach's a = .77) statements for items corresponding to factors 
| Price sensitivity 2.82 1.05 
(Cronbach's a = .62) 
Consumer Race 12 .33 0 = white, and 1 = nonwhite 
demographics Gender 1.38 49 1 = male, and 2 = female 
Age 56.12 13.27 Year of birth 
Education 5.93 1.57 Eight-point scale 
Income 8.27 3.71 Fifteen-point scale 
Information found Found product information .60 41 Average of “found information online” (dichotomous 
(Cronbach's a = .84) scale) for Items corresponding to each factor 
Found price Information .69 .29 
(Cronbach's a = .83) 
Search Internet expertise 2.20 65 Overall level of Internet experience (three-point 
competency and scale) 
effort Internet usage 6.69 6.50 Hours per week 
Outcomes Vehicle price paid 2.93 1.29 Total price (excluding tax, license, trade-in)/$10 
thousand 
Satisfaction with search 6.76 2.10 Overall experience using the Internet to 
process research/shop for vehicle (ten-point scale) 
Impact on vehicle choice 2.08 767 Ном much of an impact did your Internet research 
have on ... what make/model to purchase/lease?" 
(three-point scale) 
Extent of physical dealer 1.46 1.06 How many physical dealers visited to look at 
visits alternate vehicles? 





Panel 2: Factor Analysis for Consumer Psychographic Dimensions 
Involvement Price Sensitivity 


| want a vehicle that stands out from the crowd. .856 —.014 
What you drive says a lot about you. .832 .027 
Getting the lowest price Is more important to me than finding a dealer that provides 
customer service. —.005 677 
| will shop as many dealers as It takes to get the absolute lowest price. .037 754 
[ would gladly travel another 50 miles to buy from a dealer that could save me an —.030 .664 
additional $300. 





Panel 3: Factor Analysis for information Found Dimensions 
Found Price Found Product 








Information Information 
Dealer cost/invoice of new vehicles 739 —.016 
Options and features Information (e.g., descriptions, prices) 527 —.076 
Tool to show how much dealers are discounting vehicles .658 —.078 
Tool to calculate manufacturer suggested retall price with the options you want .644 —.015 
Information about rebates and special offers .656 .055 
Road test and reviews about vehicles by automotive writers —.096 706 
Safety information (e.g., crash test results) —.002 .830 
Rellability ratings of vehicles —.018 .872 





Notes: The main results are indicated In bold. 
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William T. Ross Jr. & Diana C. Robertson 


Compound Relationships Between 
Firms 


In this article, the authors introduce the idea of a compound relationship; that is, for many pairs of firms, the overall 
relationship between the two firms is composed of multiple simple relationships: supplier to customer, and vice 
versa; competitor to competitor; and partners. This multiplicity of relationships can lead to both opportunities and 
challenges for each of the two firms in the dyad. The authors define the nature of compound relationships and 
delineate why It Is important for the firm to treat them as such rather than focusing only on the simple relationships. 
They distinguish compound relationships from social networks and simple dyadic relationships and relate the 
construct to exchange theory, "coopetition? and the Interorganizational relationship literature in marketing. They 
then use the political economy framework to develop a set of conceptual propositions that apply to many aspects 
of compound relationships. They end with some speculations regarding the appropriate management of compound 


relationships and propose opportunities for further research. 


ing. Since Dwyer, Schurr, and Oh (1987) underscored 

the importance of considering relationships in marketing, 
marketing scholars have paid increased attention to relation- 
ships, approaching the topic from several different perspec- 
tives. Customer relationship management has become a 
leading construct in marketing scholarship today (Johnson 
and Seines 2004; Reinhartz and Kumar 2000). Other 
relationship-based ideas, such as customer cocreation (Pra- 
halad and Ramaswamy 2000) and coproduction (Bendapudi 
and Leone 2003), are receiving increased attention in both 
marketing and strategy research. Marketing scholars are 
also studying supply chain relationships (Wathne and Heide 
2004). For example, Wuyts and colleagues (2004) examine 
how a vendor's relationships with its suppliers affect its 
customers' willingness to engage in a tightly connected 
relationship with the vendor. Vargo and Lusch (2004) sug- 
gest that a new dominant logic is emerging in the marketing 
discipline, a logic of service-centered exchange that accords 
significant importance to managing external relationships. 

As this research illustrates, relationships with external 
partners are extremely important to the twenty-first-century 


[ is a productive time for research in relationship market- 
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firm. However, firms are often concerned solely with the 
management of one set of relationships at a time, whereas 
companies are increasingly finding themselves in multiple 
and complex relationships with other firms (e.g., Anderson, 
Hákansson, and Johanson 1994). According to Kanter 
(1994), the business world of the late twentieth and early 
twenty-first centuries is characterized by more interfirm 
collaboration and by relationships (between two firms) that 
include multiple roles. For example, a firm might be a cus- 
tomer, supplier, partner, and competitor of another firm all 
at the same time. Indeed, complex relationships between 
firms are an increasingly prevalent and important trend in 
business practice and one that we believe practitioners and 
scholars alike should consider. Examples of this trend 
abound: 


*Dell Inc. buys components from Lenovo (ex-IBM) and also 
competes with Lenovo in the personal computer market. For 
Lenovo-IBM, Dell is now one of its largest distributors and 
one of its largest competitors. 

*Sony Corporation and Konica Minolta Holdings Inc. agreed 
to cooperate to develop digital single-lens reflex cameras, 
though the two companies are competitors in numerous 
industries, particularly ш the camera marketplace. 

*Microsoft and Yahoo, competitors in the search-engine mar- 
ket, have linked their instant-messaging systems to make 
them compatible. 


To illustrate this concept further, consider the following 
extended example: In the 1970s and 1980s, the chemicals 
division of Celanese Corporation engaged in several differ- 
ent kinds of finished goods trades with other chemical com- 
panies, such as DuPont and Union Carbide. For one kind of 
trade, both companies would book orders from their cus- 
tomers for products they both produced, but whichever 
plant was physically nearer to the customer would ship to 
the customer, no matter which company’s plant it was, and 
the company that booked the order, not the company that 
shipped the order, would bill the customer. The two compa- 
nies were customers of each other, suppliers to each other, 
competitors against each other, and collaborated as partners 
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FIGURE 1 
The Compound Relationship and Its Component Relationships 
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with each other. (The different prepositions we use to 
describe the relationships are themselves interesting.) 

In this article, we introduce the term “compound rela- 
tionship” to define these complex relationships (see Figure 
1). Formally, we define a compound relationship as being 
composed of two or more simple relationships between a 
pair of firms. We define simple relationships as separate and 
distinct relationships that occur between these same two 
firms, such as supplier to customer, competitor to competi- 
tor, or joint partners. Essentially, a compound relationship is 
the set of individual simple relationships between two 
firms. Figure 2 is a graphic representation of the compound 
relationships between the two chemical companies. 

Why are compound relationships important? The 
answer is relatively simple. As long as the focus of attention 
within a given firm is on its separate individual relation- 
ships with a partner firm (versus seeing the big picture, 
which encompasses all the different simple relationships), 
the firm will face the potential of optimizing each of the 
individual relationships and, in the process, of suboptimiz- 
ing or even harming the larger overall relationship. 

This article makes several contributions. First, it intro- 
duces the idea of compound relationships and indicates its 
importance. Second, it elaborates on the concept of com- 
pound relationships; distinguishes it from social networks; 
and relates it to exchange theory, “coopetition,” and the 
interorganizational relationship literature in marketing. 
Third, it develops a conceptual model for thinking about 
compound relationships based on a political economy 
framework (Stern and Reve 1980). An additional theoretical 
contribution is that we extend the political economy frame- 
work by applying it to more general situations than the 
channels-of-distribution domain (Frazier 1999; Grewal and 


FIGURE 2 
The Chemical Company Example of a Compound 
Relationship 
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Dharwadkar 2002; Stern and Reve 1980) and by consider- 
ing multiple levels of internal political economies. 


The Importance of Considering 
Compound Relationships 


To begin, we consider another example. In the late 1970s, 
PepsiCo, manufacturer of Pepsi Cola and other soft drinks, 
began considering ways to increase fountain sales for its 
soft drink line because fountain drinks have a much higher 
margin than do either grocery sales or vending machine 
sales. A solution that PepsiCo implemented was to acquire 
several fast-food outlets— Taco Bell, Pizza Hut, and KFC— 
as a way to ensure exclusivity of its product. Acquiring 
these new outlets added to Pepsi's fountain sales, but it also 
subtracted from Pepsi's fountain sales. How is this possi- 
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ble? Several large fast-food chains, including McDonald’s, 
signed exclusive agreements with Coca-Cola, Pepsi’s pri- 
mary and bitter competitor. These agreements were viewed 
as responses to Pepsi’s moving downstream in the channel 
and becoming their competitor. From the compound rela- 
tionship perspective, PepsiCo started out in a simple sup- 
plier relationship with fast-food outlets. When the company 
bought Taco Bell, Pizza Hut, and KFC, it then became a 
supplier to and a competitor of all the fast-food outlets it did 
not own. As a result, a long-time customer, such as McDon- 
ald’s, no longer wanted to buy cola from a competitor, so it 
bought from Coca-Cola. 

Twenty years later, Pepsi sold its retail fast-food busi- 
nesses to be in a better position to sell its soft drinks at other 
restaurants (Reeves 1997). Adding a new relationship with 
the fast-food companies (1.е., competitor to competitor) led 
to the loss of a previously important relationship with sev- 
eral of them (i.e., supplier to customer). Given that a firm 
must carefully manage such strategic relationships, the 
point is that management of the compound relationship 
involves management of the entire relationship, not just of 
each simple relationship. Pepsi’s strategic miscalculation is 
one example that argues directly for considering compound 
relationships. However, there are several arguments as to 
why the decision makers for the various simple relation- 
ships should explicitly consider the compound relationship. 

In one sense, acknowledging compound relationships is 
not required for a firm to continue to transact its business. 
Indeed, many firms focus solely on the simple relationships 
and never consider the sum of these simple relationships— 
that is, the compound relationship. The problem is that the 
simple relationships affect one another. Conceptualizing the 
net of simple relationships between two firms as a com- 
pound relationship highlights certain important issues. First, 
the various simple relationships carry with them behaviors 
and norms, and these behaviors and norms are often in con- 
flict with each other (Brandenburger and Nalebuff 1996). 
Second, the existence of different kinds of simple relation- 
ships means that the partner firms are simultaneously 
engaged in several roles with each other, roles that vary in 
terms of their power relations and potential for opportunis- 
tic behavior. Note that compound relationships do not play 
out sequentially; that is, it is not that, first, two firms are 
competitors, then one firm supplies the other firm, and then 
one firm buys from the other firm. Instead, these divergent 
relationships are occurring at precisely the same time. 
Third, the nature of compound relationships changes; thus, 
management must constantly monitor them. The simultane- 
ity, complexity, and mutability are precisely why the notion 
of compound relationships and managing them as such is 
beneficial. 

There are at least three reasons the firm should pay 
attention to its compound relationships with other firms. 
First, making a mistake or behaving poorly in one simple 
relationship may harm other simple relationships. Consider 
the case in which two firms act as both suppliers and cus- 
tomers to each other. Each firm must pay attention to its 
behavior with the other firm (e.g., meeting its accounts- 
payable obligations in a timely manner in its role as сиз- 
tomer, meeting its delivery schedules in its role as supplier) 
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to ensure that it is viewed as sufficiently responsible and 
cooperative to act as supplier for other products or to take 
part in a joint venture with the partner firm. Second, and 
conversely, performing well in one simple relationship may 
harm other simple relationships. For example, if two firms 
are competitors and customers, cutthroat or highly competi- 
tive behavior in the role of competitor may jeopardize the 
cooperative behavior needed to take on a supplier or cus- 
tomer role with the partner firm. In an extreme case, firms 
are now opting to fire unprofitable or unattractive customers 
(Winer 2001). Third, performing well in one simple rela- 
tionship may lead to additional relationships. Dwyer, 
Schurr, and Oh (1987) propose that buyer-seller relation- 
ships move through stages; performing well in one stage in 
such a relationship is grounds for moving to another, more 
committed stage. Good suppliers or good customers may be 
asked to become partners; a good competitor that demon- 
strates real capability may be asked to join with its competi- 
tor to develop new markets or new products. Thus, behavior 
in each simple relationship must be considered in terms of 
its impact on other simple relationships and, ultimately, on 
the compound relationship. 

To summarize this discussion, we contend that aware- 
ness of the compound relationship throughout the manage- 
ment of the simple relationships is valuable for several rea- 
sons. We outlined how failing to consider the effects of an 
action by a firm’s representative to a simple relationship on 
the compound relationship can be harmful to the compound 
relationship, despite the action’s usefulness to the firm’s 
representative or division involved with the simple relation- 
ship. We also suggested that being aware of the impact of 
actions in what may be perceived as less important, individ- 
ual relationships can aid the larger relationship and, through 
1t, other, perhaps more important, simple relationships. 
Thus, consideration of the larger relationship can be both 
protective and proactive (Brandenburger and Nalebuff 
1996). This leads to our first, foundational research 
proposition. 

Ру: Firms that consider their overall compound relationships 


with other firms (that are important to them) perform bet- 
ter than firms that do not. 


Understanding Compound 
Relationships 


Relationships 

We begin with the most general of definitions, that of a rela- 
tionship. A relationship is a connection between two entities 
(entities can be organizations, people, societies, or even 
nation-states), such that the entities have explicit roles for 
which there are expected norms of behavior. We narrow our 
thinking to the types of simple relationships that two firms 
may have with each other—for example, a supplier— 
customer relationship or a competitor-competitor relation- 
ship. The observation that drives our thinking in this article 
is that two firms often have more than one of these specific 
relationships. In a given pair of firms, one firm may sell 
several different products to the other firm, and in another 
pair, they may compete in one market and have a supplier- 


customer relationship in another. The pair and their differ- 
ent relationships are our unit of analysis. 

To understand this, consider a given firm and its rela- 
tionships with another firm. We categorize the simple rela- 
tionships that it and the other firm might undertake into four 
basic types: customer to supplier, in which the firm buys a 
product or service from the partner firm; supplier to cus- 
tomer, in which the firm sells a product or service to the 
partner firm; competitor to competitor, in which the two 
firms compete with each other for some resource (e.g., cus- 
tomers); and partners, in which the two firms work together, 
formally or informally, to achieve a common goal. Given 
the four different kinds of relationships, there can be 11 dif- 
ferent kinds of compound relationships—6 that contain two 
simple relationships, 4 that contain three simple relation- 
ships, and 1 that contains all four kinds of simple relation- 
ships (for a representation of the 11 types of compound 
relationships, see Figure 3). Note that there are likely to be 
numerous examples of each of these simple relationships 
within the compound relationship; for example, a supplier 
firm may have more than one division and more than one 
product group that sells to a particular customer firm. 

It is important to distinguish the compound relationship 
construct from simple dyadic relationships. A simple dyadic 
relationship between two firms involves each of the two 
firms in a specific role, whereas a compound relationship 
comprises all the simple dyadic relationships that exist 
between the two firms. For example, in the chemicals exam- 
ple we presented previously, there were several simple 
dyadic relationships between Celanese and DuPont—sup- 
plier to customer, customer to supplier, competitor to com- 


petitor, and partners—with each firm having a specific role 
in each simple relationship. However, there was also the 
compound relationship that subsumed all the other, simple 
dyadic relationships. As we noted previously, the simple 
relationships are components of the compound relationship. 
This means that each component simple relationship is 
affected by every other component simple relationship (as 
well as by the compound relationship), which in turn affects 
the compound relationship itself. Moreover, it means that 
simple relationships that are components of compound rela- 
tionships should not be examined in isolation, whether by 
firm managers or business academics. 

Similarly, it is important to distinguish the compound 
relationship construct from the social network construct. 
Conceptually, a firm’s social network “encompass(es) a 
firm’s set of relationships, both horizontal and vertical, with 
other organizations—be they suppliers, customers, competi- 
tors, or other entities—including relationships across indus- 
tries and countries” (Gulati, Nohria, and Zaheer 2000, p. 
203). Gulati, Моћпа, and Zaheer (2000, р. 211) also point 
out that networks can be “decomposed into a variety of 
dyadic links.” Thus, a compound relationship is one link in 
a firm’s social network. Conceptually, compound relation- 
ships are the instantiation of what network theorists call 
"multiplexity" (Burt 1982), or the number of different types 
of connections between two nodes in a network—in our 
case, firms (for an example of how compound relationships 
fit within a social network model, see Figure 4). Figure 4 
highlights the importance of multiplexity in understanding a 
relationship between two firms. The link between A and C 
in the social network graph is bidirectional; there may be 


FIGURE 3 
Patterns of Compound Relationships 
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FIGURE 4 
Representing the Relationship Between Soclal Networks and Compound Relationships 
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several reasons for this. The two firms might simply be 
influencing each other in one simple relationship (e.g., a 
partner relationship in which influence is bidirectional), or 
they might be influencing each other in two different simple 
relationships, in which influence is unidirectional but oppo- 
site (i.e., if each is a customer and a seller to the other). In 
Figure 4, the compound relationship between A and C is 
actually composed of three links: buyer-seller, seller—buyer, 
and partner. Consider how different the compound relation- 
ship between A and C would be if the three links were 
buyer-seller, seller-buyer, and competitors. The entire rela- 
tionship would have a different complexion to it. In short, 
analyzing the overall link between two firms in a social net- 
work without accounting for the various simple relation- 
ships that define the link can be a form of aggregation bias 
that elides and thus misses how each of the different simple 
relationships affects the overall connection. In our terms, to 
understand the entire compound relationship, it is also nec- 
essary to understand the simple relationships that constitute 
it. 

In addition, the concept of a compound relationship is 
more than simply multiplexity. Multiplexity tends to be a 
counting representation; that is, each type of relationship is 
often, though not always, treated as simply a connection. 
Conversely, whereas the compound relationship construct 
accounts for the number of simple relationships that con- 
nect the two firms, it also considers more fully the nature of 
those simple relationships and, as we discuss subsequently, 
the norms that define these relationships and, perhaps more 
important, the nature of the overall compound relationship 
between the two firms. In Figure 4, counting the simple 
relationships that constitute the compound relationship 
between A and C would miss the directionality of the sim- 
ple relationships and, thus, any norms associated with each 
relationship. 


Conceptual Bases 


Now that we have explained our definition of compound 
relationships, we turn to its theoretical foundations. The 
concept of compound relationships has been developed 
from several theoretical bases. Exchange theory has played 
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a prominent role in research on interorganizational relation- 
ships and has underpinned studies of buyer-seller relation- 
ships (Dwyer, Schurr, and Oh 1987) and strategic alliances 
(Rindfleisch and Moorman 2001). Similarly, the principle 
of exchange (Bagozzi 1975) underlies all the relationships 
that constitute the compound relationship. Our focus is on 
relational exchange (Dwyer, Schurr, and Oh 1987) rather 
than transactional exchange. Following the terms that 
Gulati, Nohria, and Zaheer (2000) use, we take a relational 
rather than an atomistic approach, in that we view the 
exchange in the compound relationship as being embedded 
in the external environment of the two firms (Grewal and 
Dbarwadkar 2002). The compound relationship comprises 
all the simple relationships and their exchange components. 
Thus, it brings a broader perspective to the concept of 
exchange in that exchange in one simple relationship is 
likely to affect exchange in other simple relationships, as 
well as in the compound relationship. 

Another of the foundations for the concept of com- 
pound relationships is the increasingly important idea of 
coopetition (Gnyawali and Madhavan 2001; Lado, Boyd, 
and Hanlon 1997). Lado, Boyd, and Hanlon (1997) propose 
that competition and cooperation are not polar ends of one 
continuum; instead, within any relationship, competition 
and cooperation are two separate but interrelated aspects of 
that relationship. The implication is that within any given 
relationship, both competition and cooperation can, and 
often do, coexist and that the combination of the two leads 
to enhanced performance for the partner firms (Gnyawali 
and Madhavan 2001). We use these ideas in our examina- 
tion of norms for the simple relationships that are compo- 
nents of a compound relationship. In addition, the com- 
pound relationship concept explores these ideas on a 
broader level. Although there are degrees of competition 
and cooperation associated with each simple relationship in 
a compound relationship, the combination of the simple 
relationships may end up resulting in a degree of coopera- 
tion and competition that diverges from that of any one of 
the simple relationships, and it may not even represent the 
sum of the degrees of cooperation and competition present 
in the component simple relationships. 


Recently, marketing scholars have begun to develop lit- 
erature in the area of interfirm cooperation. Rindfleisch and 
Moorman (2001) use social networks theory, with emphasis 
on the strength of ties, to examine new product alliances. 
Sivadas and Dwyer (2000) investigate organizational factors 
that affect success in internal versus alliance-based new 
product ventures. Wuyts, Dutta, and Stremersch (2004) 
examine how a firm’s portfolio of alliances affects the 
firm’s success in technologically intensive marketplaces. 
Largely, these articles focus on what we call partnerships— 
that is, cooperative simple relationships—and on how they 
affect the firm’s performance. Subsequently, we discuss our 
potential contribution to this literature, but there is a basic 
difference: These articles focus on the value of the firm’s 
alliances to that firm, whereas we focus on the nature of the 
overall relationship between two firms. The unit of analysis 
in this literature is different from ours—namely, a firm’s set 
of cooperative or alliance-based relationships versus our 
focus on the overall relationship between two firms, which 
might or might not include any component, cooperative 
simple relationships. 


Dominant Relationships 


An issue to consider is which of the simple relationships 
that constitute a compound relationship is likely to be more 
important than the others. We label this simple relationship 
“the dominant relationship.” For example, in the Lenovo— 
Dell relationship we described, it might reasonably be 
expected that the dominant simple relationship between the 
two firms is the competitor-competitor relationship and that 
the supplier-customer relationship is less important, though 
this may change with time and changing market circum- 
stances. Although it is not impossible tbat there will be two 
or more equally important simple relationships, we do not 
expect this to be the case. We anticipate that the dominant 
relationship will have greater effects on the nature of the 
compound relationship. 


Р»: In most compound relationships, one of the simple rela- 
tionships is the dominant relationship—that is, the rela- 
tionship that influences the nature of the compound rela- 
tionship more than any other simple relationship. 


However, not all dominant relationships are equally 
dominant. If the dominant relationship is extremely domi- 
nant, we may expect it to define the relationship. For exam- 
ple, at least until recently, Ford sold some parts and equip- 
ment to General Motors. Nevertheless, the dominant 
relationship between Ford and General Motors is competi- 
tor to competitor, and any other relationship is likely to be 
arm's length and relatively noncooperative. Conversely, 
some dominant relationships are less dominant than others. 
In the chemicals industry, for example, some of the domi- 
nant relationships are competitor to competitor, yet the 
same firms are able to work well together in more coopera- 
tive relationships. 

We propose that there are at least three factors that 
might determine which of the simple relationships is domi- 
nant. The first of these, and we speculate the strongest, is 
path dependence (Arthur 1989), expressed in this case in 
the primacy of the original relationship. Two firms that 


began with a certain relationship (e.g., supplier to customer 
or competitor to competitor) may find it difficult to intro- 
duce norms that are appropriate to other simple relation- 
ships into the compound relationship. The other two factors 
are perhaps more rational; they consider the economic and 
strategic realities of the various simple relationships. In the 
same way that firms engaged in customer relationship man- 
agement should focus on customers who are most important 
to the firm from an economic or strategic perspective 
(Winer 2001), firms can be expected to focus on relation- 
ships that are more economically or strategically important. 
We distinguish between economic and strategic importance 
to recognize that a particular relationship may or may not 
be profitable currently but may still be important to the 
long-term health and well-being of the firm. If one simple 
relationship is more economically important to one or both 
of the two firms than the other simple relationships, that 
relationship has an increased likelihood of being the domi- 
nant relationship. Similarly, if any one simple relationship 
is of particular strategic importance to the firm compared 
with the other simple relationships, it has an increased like- 
lihood of being the dominant relationship. There may be 
other factors that influence which simple relationship is the 
dominant relationship, but we believe that these three are 

especially important ones. 
Ра: Which simple relationship is the dominant relationship is a 
function of three factors: history, economic importance, 

and strategic value. 


The Political Economy Framework 
and Compound Relationships 


In defining compound relationships and their components, 
we have raised issues related to how the relationship works 
both socially and economically. We now turn to the political 
economy framework (Benson 1975; Stern and Reve 1980; 
Wamsley and Zald 1973) because it enables us to structure 
our examination of these issues both systematically and 
comprehensively. The political economy framework has 
been used extensively in the marketing domain (e.g., 
Achrol, Reve, and Stern 1983; Frazier 1999; Gassenheimer, 
Houston, and Davis 1998; Grewal and Dharwadkar 2002; 
Hutt, Mokwa, and Shapiro 1986) and explicitly delineates 
the internal sociopolitical and economic structures and pro- 
cesses of an institution and the external environment that 
influences them. Conceptually, political economies (Stern 
and Reve 1980) include an internal political economy that 
exists within an external environment. The internal political 
economy has two components, an internal economy, which 
includes economic structures and processes, and an internal 
polity, which includes sociopolitical structures and pro- 
cesses. According to Stern and Reve (1980), the environ- 
ment itself comprises two parts, the external economy and 
external polity. We adopt Achrol, Reve, and Stern’s (1983) 
representation of the political economy framework for the 
remainder of our discussion (see Figure 5). 

Each simple dyadic relationship that we have discussed 
can be envisioned as containing a political economy and 
existing within an environment in which each of the other 


Compound Relationships Between Finns / 113 


FIGURE 5 
Comparing Simple Dyadic Relationships Treated as Independent Versus Comprising a Compound 
Relationship 
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simple relationships is a negligible part of the environment 
(for a graphic representation of this view, see Figure 5, 
Panel A). Here, each of the four types of simple dyadic rela- 
tionships appears with its political economy. The simple 
dyadic relationships are largely independent of each other. 
In line with Achrol, Reve, and Stern's (1983) framework, 
each of the simple dyadic relationships can be viewed as a 
part of the primary task environment for every other simple 
relationship. In such a view, no single simple dyadic rela- 
tionships would be seriously affected by any of the other 
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simple relationships and certainly no more than any other 
element of the primary environment. 

However, we suggest that this view significantly under- 
values the importance of interrelationships among the sim- 
ple dyadic relationships that constitute the compound rela- 
tionship between the two firms; they may well be more 
important than the various relationsbips that make up the 
primary task environment for each of the simple relation- 
ships that constitute a compound relationship. Thus, in Fig- 
ure 5, Panel B, the compound relationship is framed as its 


own political economy that is surrounded by its own exter- 
nal environment, within which each of the simple relation- 
ships exists as a part of its political economy. Moreover, 
each simple relationship in the compound relationship is an 
important part of the external environment of each of the 
other component simple relationships and thus may influ- 
ence the other simple relationships and the compound rela- 
tionship they constitute. We recognize that this complicates 
the picture within the compound relationship’s political 
economy, but our basic assumption is that the whole of the 
compound relationship is greater and more important than 
the sum of its constituent parts (1.е., its simple dyadic rela- 
tionships). The view that Figure 5, Panel B, presents better 
reflects this assumption. 

Figure 5, Panel B, has an additional implication for the 
simple relationships that are components of a given com- 
pound relationship. That is, all the simple relationships are 
part of each other's external environment, as is the com- 
pound relationship itself. This means that each of the com- 
ponent simple relationships affects the other simple rela- 
tionships and that all relationships are affected by the 
compound relationship. For example, if three firms are 
competitors, such as General Motors, Renault, and Nissan, 
and they move into a cooperative relationship, their 
competitive relationship will be affected because they are 
also cooperating with one another. They are unlikely to be 
as fiercely competitive as they may have been previously. 


P4: Each component simple relationship in a given compound 
relationship and the compound relationship itself are part 
of the political economy of and therefore influence each of 
the component simple relationships. 


A disadvantage of defining the compound relationship 
in terms of its political economy is that it complicates the 
understanding of the internal economy and the internal 
polity. We can no longer describe either of these constructs 
with a simplistic representation that refers to the whole 
political economy. Instead, by introducing the political 
economy of the compound relationship, we create the 
equivalent of a two-level political economy. At the higher 
level is the political economy of the compound relationship, 
and at the lower level are the political economies associated 
with each of the various dyadic simple relationships that 
constitute the compound relationship. This is both a prob- 
lem and an opportunity. On the problematic side, we lose 
simplicity and elegance. On the opportunity side, we gain a 
closer reflection of reality and an understanding of the 
importance of managing these simple relationships as both 
separate and interdependent. We view this complication as 
itself having the potential for an important conceptualiza- 
tion, but this is beyond the scope of this article. 

In the following subsections, we examine the internal 
political economy of the compound relationship. We exam- 
ine the sociopolitical processes as being represented by the 
relationship norms, the sociopolitical structure as being rep- 
resented by the power balance between the two firms, the 
economic processes as being represented by the propensity 
for opportunism, and the economic structure as being repre- 
sented by the nature of the exchange relationship. We rec- 
ognize that these are not the only examples of their types; 
however, we contend that for the purposes of studying com- 


pound relationships, they are particularly salient (Stern and 
Reve 1980). Indeed, several of these have received the 
benefit of their own literature—for example, role theory and 
norms (Goffman 1959), power (Stern and El-Ansary 1977), 
and opportunism (Williamson 1975, 1981). 


Soclopolitical Processes: Relationship Norms 


As part of the separate and distinct nature of simple rela- 
tionships, we suggest that each type of simple relationship 
has what we might term a generic norm of behavior associ- 
ated with it (Brandenberger and Nalebuff 1996; Heide and 
John 1992). This is not to say that there are no mixed 
motives (Gulati, Nohria, and Zaheer 2000). However, com- 
petitors compete; they may or may not cooperate as well 
(Lado, Boyd, and Hanlon 1997). Similarly, customers buy, 
and sellers sell; they may also compete (Lado, Boyd, and 
Hanlon 1997). 

It may be habitual for any representative of the firm 
who is involved in a simple relationship that is competitive 
to conceptualize the relationship strictly in terms of the two 
firms competing with each other. Conversely, suppliers sup- 
ply and service their customers in return for sales. They 
may be engaged in single transactions or in long-term, 
relationship-based transactions, but the main purpose of the 
relationship is to sell products and/or services that the cus- 
tomer values sufficiently to continue to buy at an acceptable 
price to the supplier firm. Similarly, customers buy; they 
may recommend new products (Von Hippel 1982) for the 
supplier to purchase, but the main purpose of the relation- 
ship is to obtain goods or services that they need or want, 
either to produce their own product or to support their busi- 
ness activities in some way. Finally, partners cooperate. 
They may create new products, they may open new mar- 
kets, or they may establish joint ventures, but they cooper- 
ate, albeit in one degree or another of closeness in the coop- 
eration. These generic norms act to influence the norms that 
define a specific simple relationship and the compound 
relationship. 

There is an additional assumption about norms that 
underlies the statement that generic norms influence the 
norms that define the compound relationship. This assump- 
tion is that the compound relationship has norms of its own, 
norms that are separate from but influenced by the norms of 
the simple relationships. We cannot prove that this is the 
case, but we can note examples that suggest that it is. For 
example, compare the chemicals industry and the airline 
industry. In general, regardless of the nature of the simple 
roles, supplier to buyer or competitors, chemical firms tend 
to interact in a relatively collegial manner. Conversely, in 
the airline industry, despite the prevalence of code sharing, 
players in the industry tend to act independently at the least 
and more often in a cutthroat way, perhaps because of the 
regular financial distress that permeates that industry. 

However, we further suggest that relying solely on these 
generic norms is too simplistic. As we noted previously, the 
literature has shown that in most firm-firm relationships, 
the firms in question have mixed motives (Gulati, Nohria, 
and Zaheer 2000) and mixed behaviors (Lado, Boyd, and 
Hanlon 1997). Thus, based on several factors, including but 
not limited to firm history, relationship history, and industry 
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conditions, the degree to which these generic norms are car- 
ried out—that is, the actual behaviors of the two firms— 
will vary. 

Integrated social contracts theory (Donaldson and Dun- 
fee 1994, 1995; Dunfee, Smith, and Ross 1999) proposes 
that self-defined communities develop their own authentic 
norms that are legitimate unless they violate hypernorms, a 
thin set of overarching norms to which almost all actors 
would agree. Building on this conceptualization, we suggest 
that firms are communities, industries are communities, and 
dyadic relationships are communities and therefore are 
likely to have their own idiosyncratic norms that diverge lit- 
tle or much from the generic norms. For example, as we 
noted previously, competition in both the automobile indus- 
try and the airline industry is fierce and often price based, 
whereas competition in the chemical industry is much gen- 
tler and often attribute or service based. Thus, there are 
basic relationship norms that act in each type of simple rela- 
tionship, but these norms are often specified rather differ- 
ently. For example, consider again the difference in the 
nature of competition between chemical companies and air- 
lines. Both compete, the generic norm, but chemical com- 
panies have other, more cooperative relationships, which act 
as environmental influences on the competitive relationship 
and thus mitigate the ferocity of their competition; airlines’ 
other relationships do not mitigate their behavior as much, 
and thus they compete more fiercely. 


Ps: The relationship norms for any relationship, simple or 
compound, between two firms are derived from two 
sources: (a) the basic nature of that relationship and the 
generic norms associated with it and (b) the external and 
internal environments in which that relationship is 
situated. 


A final issue that has an important effect on these norm 
conflicts is that the firm and its partner must consider the 
future. As Kanter (1994) indicates, relationships of all types 
are dynamic and reciprocal. As such, they change. In the 
1980s, IBM and Apple competed to define the very nature 
of the personal computer market, but in the 1990s and the 
2000s, IBM and Apple cooperated in several joint ventures 
and standards-setting efforts. The firm simply cannot afford 
to assume that all will be precisely as it is now. As Heide 
and Miner (1992) indicate, "the shadow of the future" must 
influence the decisions and behaviors of today in any rela- 
tionship. Over time, compound relationships change drasti- 
cally. The close partner may develop into a vicious competi- 
tor, as may the valued supplier. However, the hand of time 
cuts both ways; the serious competitor may also become a 
valued partner or supplier. In partnership, the firm cannot 
afford to be too collaborative or cooperative; in competi- 
tion, the firm may not wish to be too competitive. This has 
implications for both the simple relationships and the com- 
pound relationship they constitute. 

However, this necessity to consider the future is even 
truer for compound relationships if only because their shape 
is affected by change in any of the simple relationships that 
constitute them. Changes in relationships are more ubiqui- 
tous in today's turbulent business environment. Increased 
globalization and the prevalence of mergers and acquisi- 
tions mean that a firm's competitor set is subject to constant 
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change. Both buyers and sellers are more willing to “fire” 
sellers and buyers, respectively, that are not meeting their 
needs, which may change the nature of these simple rela- 
tionships. Similarly, partnerships are often time limited by 
contract or circumstance, leading to regular changes in this 
domain as well. Thus, that there is change associated with 
each of the component simple relationships (Anderson, 
Hákansson, and Johanson 1994) that make up the com- 
pound relationship ensures that the compound relationship 
is subject to greater change than any one of the simple 
relationships. 

Another factor that increases the likelihood of change in 
a compound relationship compared with its component sim- 
ple relationships is the environment in which change to the 
compound relationship occurs. Consider a relatively simple 
example of a supplier that is asked to become a partner with 
a customer in a new venture. If the two firms are active in 
the United States, the new relationship may stir antitrust 
issues, which in turn may stir changes in norms in both the 
new and the old relationships. Conversely, if one firm is 
English and the other is Japanese, not only is there the addi- 
tion of partnership norms to buyer-seller norms, but there 
are also cross-cultural differences in partnership norms and, 
perhaps, in group buyer-seller norms. On yet another note, 
the two firms will face technological issues associated with 
systems integration, sales security, and information sharing. 
For example, sharing sales data may be beneficial to the 
partnership but detrimental to the buyer-seller relationship. 
These are examples of how different aspects of the external 
environment might affect the same structural change in a 
compound relationship. It is important to recognize that 
similar issues can and will occur for any other change in the 
composition of a given compound relationship. 

This discussion has obvious implications for managers 
attempting to manage compound relationships, but it also 
bas implications for researchers studying compound rela- 
tionships in the context of political economies. Any static 
analysis is just a snapshot and is subject to change, but this 
is particularly true for a compound relationship compared 
with its component simple relationships. 


Pg: Compound relationships change more over time than do 
their component simple relationships and, in so doing, 
affect the kinds of norms that are appropriate for them. 


This discussion leads to some important questions. Why 
do these simple relationships have the potential to conflict 
with each other? Why do they bring problems to the com- 
pound relationship? We suggest that the reasons are due to 
conflicts in sociopolitical processes or polities across the 
relationships. 

Consider the kinds of simple relationships we have 
defined: competitors, suppliers, customers, and partners. 
Each of these relationships has certain behaviors and norms 
associated with it that we label “generic.” Recall that these 
generic norms are that competitors compete, suppliers sup- 
ply and service, customers buy and use, and partners work 
together to achieve some goal. What does the existence of 
these generic norms mean for the compound relationship? 
In a particular compound relationship, any or all of these 
simple relationships may exist. Yet there are significant con- 
flicts among the norms for these relationships. The obvious 


conflict is between competition and the other three relation- 
ships. It is as if there are two generic types of simple dyadic 
relationships: more competitive and more cooperative. In 
general, competitors compete, whereas partners, suppliers, 
and customers (to a considerable degree) cooperate. Thus, 
whenever a competitive relationship is one of the simple 
relationships that constitute a compound relationship, there 
must be conflict among the various expectations that exist 
in the simple relationships that make up the particular com- 
pound relationship. 

However, there is another form of conflict that should 
be acknowledged. Even in cooperative relationships, there 
is conflict (Lado, Boyd, and Hanlon 1997). Cooperative 
relationships, whether buyer-seller relationships or some 
form of an actual partnership, exist to create value for the 
two partners, value that the two partners would not get 
without the relationship. Otherwise, there would be little 
point to the relationship (see, e.g., Johnson and Seines 
2004). However, the creation of value must necessarily raise 
the issue of how to divide that value between the two part- 
ners. All else being equal, the supplier would prefer a 
higher price, and the customer would prefer a lower price. 
In addition, all else being equal, each of the two partners in 
a simple relationship would prefer to get more from the 
relationship rather than less. Thus, there is the potential for 
conflict in cooperative simple relationships, conflict that 
can spill over into the other simple relationships that define 
the compound relationship. 


Ру: Conflict among the norms of the simple relationships that 
constitute a compound relationship (a) 1s greater when one 
of the simple relationships 1s competitor to competitor but 
(b) will most often exist among the norms of those compo- 
nent simple relationships simply because the simple rela- 
tionships' norms are almost invariably 1n a certain amount 
of conflict with one another. 


Soclopolitical Structure: Power Differences 


All relationships have power levels; that is, the two firms in 
the relationship each have some power. The relationship 
would not have formed if there was not value in it for each 
of the two firms, and the value that each partner has for the 
other defines its power in the relationship. As Ross, Ander- 
son, and Weitz (1997) find, the two firms' perceptions of the 
relationship and their outcomes from the relationship vary 
dramatically with the firms' relative power. Simply put, the 
weaker firm believes that it gains less from the relationship, 
even though it probably needs the relationship more. 

The political economy or power relations literature 
(Stern and Reve 1980) suggests that power in one relation- 
ship is a function of importance in another relationship 
between the two firms. Conceptually, we suggest that this is 
another result of both the component simple relationships 
and the compound relationship they constitute being part of 
the political economy of the other component simple rela- 
tionships. Thus, being an important customer or supplier of 
a partner firm often leads to a powerful position in other 
component simple relationships with that partner firm. The 
implication is that in compound relationships, power rela- 
tionships in all the simple relationships affect one another, 
whereas in simple relationships that are not part of a com- 


pound relationship, the only power levels that matter are 
those of the two firms in the simple relationship. 


Pg: Power relations in the simple relationships that constitute a 
compound relationship are affected by the power relations 
in the other simple relationships in that compound 
relationship. 

In the next section, we examine an area of possible advan- 
tage that compound relationships can provide to a firm, that 
of preempting opportunistic behavior in relationships. 


Economic Processes: Opportunism 


An example of an economic process is opportunism, which 
is typically defined as self-seeking with guile and is found 
in relationships at both the organizational and the individual 
level. Williamson (1985, p. 47) describes guile as "lying, 
stealing, cheating, and calculated efforts to mislead, distort, 
disguise, obfuscate, or otherwise confuse." Opportunism in 
relationships, particularly the management of opportunism, 
has received a great deal of attention in the marketing litera- 
ture (Rindfleisch and Heide 1997). In an era of corporate 
scandals, firms are increasingly interested in preventing and 
managing opportunism. However, despite both research and 
corporate interests, there is limited understanding of how to 
manage opportunistic behavior in relationships (Wathne and 
Heide 2000). 

Safeguards are thought to mitigate opportunism by cre- 
ating incentives for the parties in a relationship to act in 
such a way as to support the exchange (Jap and Anderson 
2003)—to prevent the premature termination of the 
exchange and to align the self-interested motives of each 
party in a way that can bring about mutual benefit. Com- 
pound relationships can act as a safeguard against oppor- 
tunism in at least two ways: (1) through the imposition or 
threat of sanctions from one component simple relationship 
to another and (2) by reliance on trust and reputation built 
in one or more of the component simple relationships. 

In a long-term relationship, the opportunity to impose 
social sanctions (e.g., not reciprocating social invitations), 
which is available because of considerable prior invest- 
ments in the relationship, can act as a safeguard against 
opportunism (Dyer 1997). In a business relationship, not 
only can social sanctions be imposed, but so can sanctions 
that involve the loss of repeat and potential business. If one 
party withdraws from the relationship, this can have consid- 
erable business repercussions. The expectation is that if one 
party engages in opportunistic behavior, the other party has 
the opportunity to retaliate and do the same. Even a com- 
pound relationship of a relatively short duration incurs the 
possibility that opportunistic behavior in one component 
simple relationship will incur retribution in another simple 
relationship. The assumption is that parties to a relationship 
would not want to take that risk and thus would behave con- 
servatively (i.e., nonopportunistically). John (1984) argues 
that opportunism is not characteristic of human behavior, 
particularly in long-term relationships. This suggests that if 
any one simple relationship is short term but the other sim- 
ple relationships and the compound relationship are longer 
term, in the interests of preserving the longer-term relation- 
ship, parties involved in the shorter-term relationships may 
act less opportunistically. We expect that the longer-term 


Compound Relationships Between Firms / 117 


perspective will hold sway. Furthermore, if the dominant 
relationship is dominant because it generates the greatest 
financial return, parties in other component simple relation- 
ships will be careful not to endanger the dominant 
relationship. 

Interpersonal trust is one of the most prevalent forms of 
governing relationships (Smith, Carroll, and Ashford 1995). 
Repeated ties between firms over time build commitment 
(Gundlach, Ravi, and'Mentzer 1995) and trust (Lewicki and 
Bunker 1996), which also can serve as a safeguard against 
opportunism (Gulati 1995; Jap and Anderson 2003). In a 
compound relationship, the building of trust based on expe- 
riences working with one component simple relationship 
and having expectations met in a predictable way may be 
expected to extend to other component simple relationships. 
Similarly, over time, parties to the relationship begin to 
value the relationship and will not behave opportunistically 
because they do not want to jeopardize that relationship; 
“relational exchange” is believed to limit opportunism 
through shared values and norms (Brown, Dev, and Lee 
2000). Closely related to the formation of trust and the 
effects of relational exchange is that firms are also con- 
cerned with a possible spillover of reputation-related effects 
from one simple relationship to another (Brass, Butterfield, 
and Skaggs 1998). For example, if Lenovo treats Dell badly 
because Dell is a competitor but then wants to sell computer 
components to Dell, Dell may become wary about buying 
from Lenovo. Reputation is critical to a firm’s ability to 
enter into relationships with another firm (Stuart 1998). 
This provides support for the idea that how a firm performs 
in its simple relationships with a firm, in a broad sense, 
defines whether the compound relationship, which includes 
these simple relationships, will grow or shrink. It also 
implies that firms will not develop successful compound 
relationships if they have a poor reputation as a relational 
partner and may be forced to focus on individual-level rela- 
tionships. We suspect that such a reputation may lead to 
such a firm having an organizational life that, in Hobbes’s 
([1651] 1968) terms, is nasty, poor, brutish, and short. Thus, 
for the cooperative aspects of a compound relationship to 
succeed, there is a greater need to align behavior and expec- 
tations in its component simple relationships than there is in 
a single, simple, two-party relationship. A rather pathologi- 
cal possibility is that the parties would coordinate their 
behavior by acting opportunistically in all their simple rela- 
tionships. However, the potential for destroying the value of 
the other simple relationships is too great; instead, we 
expect that the parties will align their behavior so that no 
one behaves opportunistically. 


Py: Compound relationships can act as safeguards against 
opportunism on the part of all parties involved. 


Furthermore, we speculate that the nature of the domi- 
nant relationship will have a decided impact on the com- 
pound relationship as a safeguard against opportunism. If 
the dominant relationship is that of competitor, we expect 
greater opportunism than if the dominant relationship is that 
of customer. This may be the case because of the lack of 
goal congruence and potential conflict of interest. Ross and 
Robertson (2000) demonstrate that salespeople are less 
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likely to lie to a customer than to a competitor, suggesting 
that there is less opportunistic behavior in the customer 
relationship than in the competitor relationship. It is reason- 
able to posit that when the dominant simple relationship in 
8 compound relationship is competitive, the partner firms 
might be reluctant to make idiosyncratic investments in the 
larger relationship, and thus the partner firm will be at less 
risk of opportunism. However, we contend that, all else 
being equal, for any given level of investment, when the 
dominant simple relationship is competitive in nature, the 
risk of opportunism will be higher. 


Economic Structures: The Structure of Exchange 


All business relationships can be conceptualized as having a 
structure that defines them. Consider the generic relation- 
ships we have examined thus far. In competitive relation- 
ships, competition tends to be price or nonprice oriented. In 
partner relationships, the relationship tends to be defined 
either by contract or by agreement. In buyer-seller relation- 
ships, the relationship tends to be market based or relation- 
ship based. Moreover, most types of generic relationships 
have some kind of exchange associated with them. Partner- 
ship relationships may exchange experience for market 
share growth. Buyers and sellers exchange money for goods 
or services. 

We use the concept of exchange (Bagozzi 1975) and its 
development in terms of transactional versus relational 
exchange (e.g., Dwyer, Schurr, and Oh 1987) as a metaphor 
to reflect these ideas. Transactional exchange is the idea 
that an exchange transaction is a one-time event such that 
the two transactors will never transact again or, if they do, 
will not recognize each other. Under such an exchange, 
transactors need never to consider reputational effects. Con- 
versely, relational exchange assumes that the parties will 
encounter each other again, even to the point of carrying on 
a longer-term transaction relationship. The idea applies 
nicely to compound relationships. By their very nature, 
compound relationships carry with them the need to view 
their component simple relationships as more relational 
rather than transactional oriented. Thus: 


Pio: In general, compared with independent simple relation- 
ships, simple relationships that are a part of compound 
relationships are more relational than transactional 1n 
nature. 


However, there is an exception to this case when the 
dominant relationship is competitor to competitor. Recall 
that by definition, the dominant relationship is the most 
important among the simple relationships that constitute the 
compound relationship. If the dominant relationship is com- 
petitor to competitor, we propose that this relationship will 
result in a compound relationship that is more competitive 
and less cooperative than other compound relationships. 
However, there is an additional result. If the dominant rela- 
tionship is competitor to competitor, the compound rela- 
tionship will be less oriented toward the long-term well- 
being of the two firms and more oriented toward the success 
of one of the two firms. This means that the compound rela- 
tionship will be more transactional in nature than relational. 
Thus: 


Ру: Compared with compound relationships in which the 
dominant relationship is more cooperative in nature, com- 
pound relationships in which the dominant relationship is 
competitive are more transactional than relational in 
nature. 


Interactions and Basic Premises 


In Р, we specifically suggest a moderating relationship for 
a main-effect proposition (Ру). In Ро, we propose that, in 
general, compound relationships lead to more relational 
transactions; however, in Ру, we propose that this effect 
decreases when the dominant simple relationship in a par- 
ticular compound relationship is competitive. In a more 
general sense, however, most of our propositions are the 
result of the application of one or more of a few basic 
premises to an issue of interest in relationships. These basic 
premises are that (1) compound relationships composed of 
more than one simple relationship can exist and matter (P4), 
(2) relationship norms exist for and are different across the 
various component simple relationships (Ps), (3) the com- 
ponent simple relationships are part of the political 
economies for and thus are influences on each of the other 
component simple relationships (P4), and (4) there is often a 
dominant simple relationship that influences or defines the 
nature of the compound relationship (Ро). Thus, Р; has its 
basis in all four of the basic premises (P4, Ps, P4, and Р;) 
and their application to exchange theory. Similarly, Ру, 
which addresses the effects of compound relationships on 
power relationship within the dyad, has its basis in P4, Ps, 
and Р; and their application to power in relationships. We 
speculate that there may also be a moderating proposition 
(P7,) such that power relations are influenced by the nature 
of the dominant simple relationship, an application of Р» to 
Ру. For reasons of space and clarity, we cannot discuss all 
these subordinate propositions, but this does not mean that 
they are not implicitly present and important. 


Discussion 


To summarize, we suggest that firms are increasingly 
caught up in complex, multirole relationships with partner 
firms that require them to consider all their relationships 
with a given partner firm as one. We define this as the com- 
pound relationship. Our explication of the compound rela- 
tionship construct makes the important point that the com- 
pound relationship and the simple relationships that 
constitute it are inextricably bound together and influence 
one another. In the previous sections, we listed the basic 
premises on which the compound relationship is based. We 
believe that these premises have notable and significant 
implications for theory. For example, scholars studying 
simple dyadic relationships and social network theorists 
creating networks composed of simple dyads can benefit 
from recognizing the important influences of the compound 
relationship and its component simple relationships on the 
simple dyad relationship. Conversely, academics and man- 
agers cannot attend solely to the compound relationship and 
ignore its component simple relationships. Instead, social 
network scholars studying general links—what we would 
call compound relationships—can benefit from considering 


more deeply the nature of the simple relationships that con- 
stitute those links. 

A basic premise that we have returned to repeatedly is 
the potential importance of the dominant relationship (P;). 
A second is the basic assumption that according to our 
understanding of compound relationships, each component 
simple relationship and the compound relationship it consti- 
tutes are important external environmental factors for the 
other simple relationships (P4). As we suggested briefly in 
our discussion of Ру, we speculate that the former (i.e., the 
dominant relationship) acts as a moderator for many of the 
effects we expect from the compound relationship, such that 
it will strengthen or weaken many of these effects. The lat- 
ter already influences several of our propositions, but we 
speculate that it may be used to examine other constructs 
we have not considered (e.g., relationship satisfaction). 

Another notable aspect of compound relationships is the 
proposed higher rate of change in compound relationships 
than in the simple relationships that constitute them (Pg). 
Organizational evolution theorists (Amburgey and Rao 
1996; Dickson 2003; Dickson, Farris, and Verbeke 2001) 
explicitly consider change and the rate of change. 
Amburgey and Rao (1996) point to the importance of “vital 
rates"—the rates at which firms enter and depart an indus- 
try—and to intraorganizational influences on the survival of 
firms. To the degree that compound relationships improve 
firm performance, they should influence vital rates, either 
by making it easier for firms to enter an industry or by pro- 
tecting the firm against premature departure. Similarly, 
there seems to be an opportunity to consider the influences 
of compound relationships on intraorganizational evolution- 
ary processes and their associated effects on the nature of 
the firm; managing the firm's relationships with external 
stakeholders as compound relationships should result in dif- 
ferent intraorganizational processes and evolutionary 
patterns. 

We limited our conceptualization to compound relation- 
ships between two firms in a dyad. However, in the increas- 
ingly complicated business environment of the twenty-first 
century, it is not uncommon to find relationships among 
three firms; for example, consider the work of Wuyts and 
colleagues (2004), who study value chains from a triadic 
perspective. To the extent that each of the three firms is 
engaged in dyadic relationships with each of the other 
firms, there might also be a compound relationship among 
the three firms. We suspect that our conceptualization will 
generalize to this overall relationship, at least in spirit. That 
is, we expect that our basic propositions (that compound 
relationships exist and matter, that relationship norms exist 
for the various simple relationships, that component simple 
relationships are part of the political economies of one 
another, and that there is often a dominant simple relation- 
ship) will hold and thus be useful in understanding and 
managing the larger relationship. At the same time, we sus- 
pect that the analysis will be considerably more compli- 
cated. As more parties are added to the compound relation- 
ship, conceptually, it seems that they enter the realm of 
social networks rather than compound relationships. 

A final conceptual point is associated with the notion 
that at least some of the compound relationships in which a 
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firm is involved should have real strategic importance to the 
firm. We focused on the harm that we suggest a firm can do 
to itself by mismanaging its compound relationships. This 
harm might include losing existing simple relationships 
with partner firms because of its behaviors in other simple 
relationships, not being able to develop new simple rela- 
tionships with a partner firm because of its behaviors, and 
the inability to reduce the risk of opportunism in existing 
relationships. However, real competitive advantages (Hunt 
and Morgan 1995) to the firm might accrue from managing 
its compound relationships. For example, network theory 
(Stuart 1998; Van de Ven and Walker 1984) suggests that 
there are some advantages to managing compound relation- 
ships. Redundancy is advantageous in networks; it provides 
alternatives if a node should fail. Thus, to maintain redun- 
dancy, firms have often used multiple suppliers for critical 
products to protect their supply. We speculate that another 
kind of redundancy—namely, one firm taking on multiple 
roles or nodes within the network—may provide competi- 
tive advantage as well. 


Implications for Various Specific Literature 
Streams 


With respect to social network theory, our research argues 
that social network theorists may need to attend more to the 
nature of the links that constitute their social networks. 
Although multiplexity (Burt 1982) and relationship inten- 
sity (Brass, Butterfield, and Skaggs 1998) provide proxies 
for a more detailed understanding of the various component 
simple relationships, the compound relationship they con- 
stitute, and the norms and roles they carry with them, our 
work suggests that these proxies are not enough, that simply 
counting or measuring intensity misses the nature of the 
influence and the norms associated with the various simple 
relationships. This is exemplified by using the notion of the 
dominant simple relationship; consider how different a 
compound relationship with the same simple relationships 
might be if a competitive type of simple relationship were 
dominant compared with one of the more cooperative types 
of simple relationships. 

Similarly, the emerging stream on interoganizational 
relationships in marketing could benefit from recognizing 
that the cooperative alliances studied may differ greatly 
depending on the nature of the compound relationship 
between the partner firms. As Rindfleisch and Moorman 
(2001) suggest, relationships between competitors and 
channel partners are different, and this difference could 
have a significant influence on the nature and value of the 
alliances formed. Such differences are real; moreover, they 
are amenable to theoretical consideration and empirical 
measurement. 

Similarly, the service-centered dominant logic, the new 
logic for marketing that Vargo and Lusch (2004) propose, 
may benefit from consideration of compound relationships. 
As we noted previously, the service-centered dominant 
logic assumes an active, presumably close, relationship 
between the firm and its customer, such that the customer is 
a coproducer of service. However, the firm and its customer 
may have additional relationships that create a compound 
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relationship that is more than the simple supplier-customer 
relationship, and as a result, the additional simple relation- 
ships and the compound relationship can and will influence 
the nature of how the two firms interact in the simple 
supplier-customer relationship. The service-centered domi- 
nant logic might still hold, but compound relationships will 
affect the nature of the coproduction interaction in question. 

Exchange theory has made the transition from transac- 
tional exchange to relational change. In doing so, exchange 
theory scholars have moved from considering only the par- 
ticular transaction in question to considering the relation- 
ship between the two relationship partners, what we call the 
simple relationship. Introduction of the compound relation- 
ships construct suggests the need for exchange theorists to 
consider a new transition, from careful consideration of the 
two partners in the particular simple relationship to careful 
consideration of the same two partners in all the simple 
relationships that constitute their compound relationship. 
This suggests a richer set of environmental factors sur- 
rounding the exchange and relationship factors involved in 
the exchange. 


A Research Agenda 


Although there are several possibilities for further research, 
the most pressing is to examine more fully how the com- 
pound relationship construct can enrich other theoretical 
viewpoints. We further suggest that the compound relation- 
ships construct will prove useful to social networks and 
dyadic research. We cite two relatively simple examples. 
First, the interorganizational literature on cooperative 
alliances (e.g., Rindfleisch and Moorman 2001) might gain 
by conceptualizing and collecting information on the previ- 
ous relationship between alliance partners and examining 
how that previous relationship affects the nature and utility 
of the two partners’ alliance. Similarly, buyer-seller dyadic 
research (e.g., Ross, Anderson, and Weitz 1997) might gain 
by conceptualizing and collecting information on any other 
relationships that might exist between the buyer and the 
seller and then using that information to examine the nature 
of the relationship. 

In addition, the economics-based literature on industrial 
organization might benefit from the greater richness elicited 
by the compound relationship construct. It would be worth- 
while to examine how the transaction cost analysis default 
of using independent agents (Williamson 1975, 1981) 
would be affected by consideration of any compound rela- 
tionship that exists between the agent and the producer. 
Similarly, empirical agency theory work (Eisenhardt 1988, 
1989) might benefit from consideration of the effects of any 
compound relationships that exist between principal and 
agent. The assumption that the agent is an individual con- 
tracting with a firm that is the principal is relaxed when 
agency theory scholars study firm-firm agency relation- 
ships (Bergen, Dutta, and Walker 1992). When both parties 
to the agency relationship are firms, if it is assumed that 
many, albeit not all, firms take multiple roles in multiple 
markets, the two firms are more likely to have other rela- 
tionships with each other than the agency relationship in 
question. How this multiplicity of relationships affects the 


agency relationship is a potentially rich area of study in 
which the idea of compound relationships may prove 
useful. 

There are also opportunities for empirical research to 
examine some of our propositions. For example, it is impor- 
tant to understand whether and under what conditions 
explicit consideration of compound relationships aids firm 
performance. Similarly, another fruitful area for research 
would be to examine empirically the validity of, and per- 
haps the boundary conditions associated with, our proposi- 
tions. Another potential research opportunity would be an 
explicit examination of the roles and behaviors associated 
with the various simple relationships and the degree to 
which community factors—firm, industry, and dyad—influ- 
ence these roles and behaviors. Finally, it might be fruitful 
to examine how simple relationships and their conflicting 
norms and behaviors affect people who act as firm repre- 
sentatives in these relationships. 


Managing the Compound Relatlonship 


In several conversations we had with managers during the 
course of developing our ideas, the managers’ general reac- 
tions suggested that they were intrigued by the ideas and 
that the issue of compound relationships was an important 
area for researchers to explore and develop. As we sug- 
gested in our theoretical discussion, firm managers cannot 
afford to focus on only one kind of simple relationship—in 
general, the one in which they are in charge. We contend 
that it is important for the firm to manage intentionally the 
compound relationship and the simple relationships accord- 
ing to the tone the firm wants to set for the compound rela- 
tionship. For example, we might recommend a greater 
degree of distance in a customer-supplier or partnership 
simple relationship if the firm is concerned about future 
competition with the other firm or if the firm wants to main- 
tain a strong competitive relationship with the other firm in 
other markets. 

With respect to the process of managing compound 
relationships, we suggest that the first step is the explicit 
designation of a relationship manager for each important 
compound relationship. The role of the relationship 
manager would be to oversee and be responsible for the 
entire relationship. We suspect that this should be a formal 
rather than an informal role and that representatives of each 
of the simple relationships should report to the relationship 
manager, at least in matrix form. The second step is a defin- 
itional process. The relationship manager and the simple 
relationship representatives should identify all simple rela- 
tionships, identify dominant and other relationships, deter- 
mine an organizational structure for each simple relation- 


ship, and determine and communicate appropriate role 
norms for each simple relationship. These role norms would 
be based on both the nature of the simple relationship and 
the planned nature of the compound relationship. The rela- 
tionship manager and the simple relationship representa- 
tives should then forecast as much as possible the future 
direction of the compound relationship and begin the 
process of developing the relationship knowledge base for 
ongoing management of the compound relationship. Then, 
the relationship manager should begin to work with the rep- 
resentatives of the simple relationships to ensure that deci- 
sions and behaviors in the simple relationships are appropri- 
ate to the needs of the compound relationship. 

Another issue is the question of how to structure any 
simple relationships that are in conflict with the dominant 
simple relationship (e.g., a joint venture between serious 
competitors). The structure will lie along a continuum that 
varies in terms of formality from only informal separation 
with informal firewalls between the two organizations to a 
formal, contractual organization or joint venture with for- 
mal contractual firewalls. In between might lie a hybrid or 
compromise, such as a separate functional unit with formal 
policy-based firewalls between the simple relationships. 
Which structure is appropriate will differ depending on 
several factors. The larger the size and/or importance of the 
other relationship in relation to the dominant relationship, 
the more important formal separation will be. Similarly, the 
greater the conflict between the nature and needs of the 
other relationship and the dominant relationship, the more 
important formal separation will be. Finally, the greater the 
degree to which the dominant relationship might stultify the 
other relationship, the more important formal separation 
will be. 


Conclusion 


In this article, we developed the idea that compound rela- 
tionships between firms exist and that managing them is 
important to the health of the firm. We argued that behav- 
lors in the simple relationships may affect the compound 
relationship for both good and ill, depending on the conflict 
between the behavioral norms in the particular simple rela- 
tionship and those in the other simple relationships and the 
compound relationship they constitute. Furthermore, we 
developed a framework for describing compound relation- 
ships and suggested that it is important for the firm to man- 
age compound relationships explicitly. We end with the 
beginnings of a research agenda for studying compound 
relationships and some suggestions for managing them. 
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Christian Homburg & Ove Jensen 


The Thought Worlds of Marketing 
and Sales: Which Differences Make a 
Difference? 


The literature is divided on whether differences between the thought worlds of marketing and sales are deleterious 
or beneficial. This article empirically investigates various facets of thought-world differences and their effects on 
various outcomes. It confirms that, in general, differences hamper the cooperation between marketing and sales, 
which leads to a lower market performance of the business unit. However, some facets of thought-world differences 
enhance the market performance of the business unit through a direct effect that outweighs the negative effect 
mediated by the quality of cooperation between marketing and sales. Market performance is enhanced if one side 
plays the customers’ advocate while the other plays the products’ advocate. Market performance is also enhanced 
if one side plays the advocate of short-term considerations while the other plays the advocate of long-term 
considerations. In contrast, differences between marketing and sales in regard to product knowledge and 


interpersonal skills are deleterious to market performance. Thus, the kind of difference makes a difference. 


have attracted increasing research attention. Most 

studies have focused on marketing’s boundaries 
with research and development (R&D) (Gupta, Raj, and 
Wilemon 1986; Ruekert and Walker 1987a) and manufac- 
turing (Griffin and Hauser 1992; Kahn and Mentzer 1998). 
Others have investigated its interfaces with quality manage- 
ment (Morgan and Piercy 1998), engineering (Fisher, 
Maltz, and Jaworski 1997), human resources (Chimhanzi 
2004), information technology (Glazer 1997), and finance 
(De Ruyter and Wetzels 2000; Zinkhan and Verbrugge 
2000). Finally, there has been integrative work that has 
compared several interfaces (Maltz and Kohli 1996, 2000; 
Ruekert and Walker 1987b). 

Curiously, only little attention has been devoted to the 
interface between marketing units and sales units. Research 
by Panigyrakis and Veloutsou (1999), Piercy (1986), and 
Workman, Homburg, and Gruner (1998) indicates that mar- 
keting and sales are often separate departments in organiza- 
tional reality. Pioneering qualitative work on the interface 
between marketing and sales has pointed out that it is 
highly conflict laden in managerial practice: “The 
marketing-sales relationship, whilst strongly interdepen- 
dent, is reported as neither collaborative nor harmonious" 
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(Dewsnap and Jobber 2000, p. 109). Montgomery and Web- 
ster (1997, p. 16) report from a Marketing Science Institute 
conference that “intrafunctional conflict within marketing 
was a more important topic ... than we had expected. The 
most frequently discussed issue was the conflict between 
sales and marketing.” 

The pioneering articles consistently attribute these fric- 
tions between marketing and sales to differing goals 
(Strahle, Spiro, and Acito 1996) and “windows on the 
world” (Cespedes 1996, p. 27). Marketing has been charac- 
terized as being more long-term and product oriented, and 
sales has been characterized as being more short-term and 
customer relationship oriented (Cespedes 1994). Lawrence 
and Lorsch’s (1969) work on differentiation introduced the 
concept of departmental orientations to the organizational 
literature. More recently, departmental orientations have 
been framed as part of a broader concept in the organiza- 
tional literature: departmental “thought worlds.” The 
thought-world concept has found several applications in lit- 
erature on strategy making and new product development 
(Dougherty 1992; Franckwick et al. 1994; Griffin and 
Hauser 1996; Maltz 1997; Workman 1993). Deshpandé and 
Webster (1989, p. 12, emphasis added) call for more 
research on “the thought worlds of managers.... Such an 
inquiry would center on understanding how differences in 
the world views of different groups or departments would 
help or hinder the enactment of marketing decisions. This 
approach can be applied usefully to several of the subfunc- 
tional divisions, including marketing versus sales.” 

This statement by Deshpandé and Webster (1989) raises 
the question whether differences between departmental 
thought worlds are helpful or hindering. As we show in our 
hypotheses development, different research traditions have 
come to somewhat contradictory conclusions. However, to 
the best of our knowledge, no academic research has 
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empirically distinguished which kinds of thought-world dif- 
ferences are helpful and which are hindering. 

Notably, contradictory perspectives on the nature of 
thought-world differences can also be found in the manage- 
rial literature. Some authors have called for similar thought 
worlds of marketing and sales (Donath 1999), and others 


have called for differentiated thought worlds. Cespedes- 


(1996, p. 30) purports that “the solution is not to eliminate 
differences among these groups.” Cespedes (1995, p. xxii) 


also notes that, “paradoxically, there is virtue in separating 


and distinguishing functional roles in order to improve the 
cross-functional coordination needed.” Again, to the best of 
our knowledge, Cespedes’s paradox has never been fol- 
lowed up on by large-scale empirical research. 

Against this background, our study focuses on the 
thought worids of marketing and sales. Taking up the 
unsolved puzzle raised by both academic and managerial 
literature, we ask the key question, How do differences 
between the thought worlds of marketing and sales affect 
their organizational outcomes? We inquire specifically 
whether various facets of thought-world differences (e.g., 
product versus customer orientation, short-term versus 
long-term orientation) have positive or negative conse- 
quences. To wit, Does the kind of difference make a 
difference? 

At this point, we clarify which understanding of market- 
ing and sales we used in this study. The literature distin- 
guishes an activity-based perspective and a functional group 
perspective (Workman, Homburg, and Gruner 1998). The 
activity-based perspective defines marketing on the basis of 
specific tasks, such as communication, market research, 
product management, and pricing, regardless of which orga- 
nizational subunit carries them out. The functional group 
perspective focuses on the departmental subunits that are 


labeled marketing and sales, regardless of their activities. 
Because this article studies departmental thought worlds, 
our perspective follows a functional group perspective. 


Developing the Thought-World 
Perspective on Marketing and Sales 


This section translates the thought-world concept into the 
marketing and sales context. We develop the conceptualiza- 
tion of marketing and sales thought worlds from the top 
down, beginning with categories of thought-world dimen- 
sions and ending with definitions of specific dimensions. 
Figure 1 provides an overview of our conceptual 
framework. 

Dougherty (1992) groups thought-world dimensions 
into two categories: funds of knowledge and systems of 
meaning. Dougherty explicates systems of meaning in 
terms of what is seen when looking into the future, what is 
considered critical, and how the task is understood. In her 
terminology, then, thought-world differences would be dif- 
ferent funds of knowledge and different systems of mean- 
ing. This parallels Lawrence and Lorsch’s (1969, p. 11) dif- 
ferentiation concept, which they define as “the difference in 
cognitive and emotional orientation among managers in dif- 
ferent functional departments,” explicitly subsuming (p. 9) 
“working styles and mental processes” and “differences in 
attitude and behavior, not just the simple fact of segmenta- 
tion and specialized knowledge.” It is important to note that 
both concepts encompass knowledge and cognitive orienta- 
tions. Building on these well-known concepts, our frame- 
work specifies two types of thought-world dimensions: 
competence dimensions and orientation dimensions. We 
refer to orientations as the goals, time horizons, and objects 
according to which marketing and sales array their activi- 
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ties. Orientations regulate which information is processed 
and how conflicting arguments are weighted. We define 
competence as the level of technical and social capabilities 
in marketing and sales. 


Orientation Dimensions 


On the one hand, our conceptualization of the orientation 
dimensions is grounded in the work of Lawrence and 
Lorsch (1969). Their conceptualization of differentiation 
winnows several types of departmental orientations. The 
two types that subsequent research has picked up the most 
frequently are goal orientation and time orientation 
(Dougherty 1992; Griffin and Hauser 1996). On the other 
hand, the orientation dimensions hark back to the manage- 
rial reports of differences between marketing and sales we 
referenced previously (e.g., Cespedes 1995; Lorge 1999); 
that is, sales is often viewed as short-term oriented, and 
marketing is often viewed as comparatively long-term ori- 
ented. Differing time orientations are important because 
they affect judgments on organizational resource invest- 
ments. As an example, a short-term-oriented department 
may give investments into customer loyalty less priority 
than a long-term-oriented department. Therefore, we define 
short-term (versus long-term) orientation of marketing/sales 
as the extent to which the activities of marketing/sales are 
guided by immediate action rather than by extensive 
planning. 

Another type of difference has been reported in regard 
to what marketing and sales attempt to optimize. Cespedes 
(1995) and Lorge (1999) argue that marketing often focuses 
on products, whereas sales focuses on customer accounts. A 
potential clash between a product-oriented and a customer- 
oriented department occurs when the product-oriented 
department suggests the elimination of an unprofitable 
product, but the customer-oriented department wants to pre- 
serve the product because it is the “anchor product" in one 
important customer relationship. Dougherty (1992, p. 188) 
uses a similar distinction to compare systems of meaning. 
Some view their task as one of building the product, 
whereas others view their task as one of developing rela- 
tionships with buyers. Thus, we define customer (versus 
product) orientation of marketing (sales) as the extent to 
which the activities of marketing (sales) are guided by 
customer-related rather than product-related strategies, 
plans, and performance evaluations. 


Competence Dimensions 


A hallmark of interdepartmental division of labor is the 
development of specialized knowledge (McCann and Gal- 
braith 1981). Given constraints on time and other resources, 
the depth of knowledge required to cope with a complex 
task can be accomplished only by forsaking proficiency in 
other fields of knowledge. Considering knowledge is 
important in the study of thought worlds because special- 
ized knowledge hampers the ability of two departments to 
communicate. Indeed, “technology-market funds of knowl- 
edge" are a key dimension of Dougherty's (1992) thought- 
world concept. Whereas market knowledge pertains to the 
external environment of the organization, technology per- 
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tains primarily to the internal environment of the organiza- 
tion. Building on this dichotomy, we define market knowl- 
edge of marketing (sales) as the extent to which a typical 
employee in marketing (sales) is knowledgeable about com- 
petitors and customers, and we define product knowledge of 
marketing (sales) as the extent to which a typical employee 
in marketing (sales) is knowledgeable about products and 
internal processes. 

In addition to “hard” skills, such as market and product 
knowledge, the literature has also discussed "soft" skills or 
social skills. Important social skills are the abilities to deal 
with conflicts or to gain trust. Several authors have noted 
that the social competence of the interfacing parties facili- 
tates building interfunctional relationships (Hutt 1995; 
Lucas and Bush 1988; Maltz and Kohli 2000). A similar 
reasoning is proposed in the early work of Lawrence and 
Lorsch (1969), whose conceptualization of interdepartmen- 
tal differentiation includes what they call “interpersonal ori- 
entation.” Thus, we deem it to be crucial to the thought- 
world concept to include the interpersonal skills of 
marketing (sales), which we define as the extent to which a 
typical employee in marketing (sales) is able to sustain con- 
flicts, to communicate, and to convince. 


Outcome Varlables 


Our framework distinguishes two levels of outcomes: the 
level of interdepartmental cooperation and the overall level 
of the business unit. At the cooperation level, the integration 
construct coined by Lawrence and Lorsch (1969) is widely 
used in the interface literature (e.g., Kahn 1996; Leenders 
and Wierenga 2002). It was originally defined as “the qual- 
ity of the state of collaboration that exists among depart- 
ments that are required to achieve unity of effort by the 
demands of the environment" (Lawrence and Lorsch 1969, 
p. 11). However, ever since Lawrence and Lorsch's work, 
the term "integration" has been fraught with ambiguity: 
*While we will be using the term 'integration' primarily to 
refer to this state of interdepartmental relations, we will 
also, for convenience, use it to describe both the process by 
which this state 1s achieved and the organizational devices 
used to achieve it" (p. 11). Therefore, we prefer the term 
*quality of cooperation between marketing and sales," 
which we define as the extent to which there is a state of 
collaboration between marketing and sales that is character- 
ized by unity of effort. 

We emphasize that a lot of prior literature on market- 
ing's interfaces has merely examined the quality of cooper- 
ation and has not accounted for the business level (e.g., De 
Ruyter and Wetzels 2000; Kahn, Reizenstein, and Rentz 
2004; Maltz and Kohli 1996, 2000). However, thought- 
world differences may have a different impact on coopera- 
tion quality than on the overall performance of the business 
unit. Therefore, it is indispensable to analyze cooperation- 
level and business-level outcomes simultaneously. We 
define the market performance of the firm as the extent to 
which the organization achieves better market-related out- 
comes than its competitors with respect to metrics such as 
customer satisfaction and loyalty, new customer acquisition, 
market share, and so forth. 


Control Variables 


Finally, our framework comprises three context variables 
that have been shown to affect interfunctional relationships 
and for which we must control. First, research has pointed 
out the enormous variation in the structural and nonstruc- 
tural design of the marketing organization (Homburg, 
Workman, and Jensen 2000; Workman, Homburg, and 
Gruner 1998). These design variations manifest in varying 
degrees of power that marketing and sales units have over 
marketing activities (Homburg, Workman, and Krohmer 
1999; Piercy 1989). By controlling for varying degrees of 
power, we ensure that the results hold across different orga- 
nizational configurations. Moreover, a power imbalance 
between two groups has been shown to affect their relation- 
ship negatively (Anderson and Weitz 1989; Bucklin and 
Sengupta 1993), which makes its consideration even more 
essential. We define power imbalance between marketing 
and sales as the extent to which power over market-related 
activities is biased toward either marketing or sales. Second, 
internal change has been demonstrated to encumber internal 
working relationships and attitudes (Reilly, Brett, and Stroh 
1993; Worrall, Parkes, and Cooper 2004) as well as market- 
ing’s interfunctional relationships (Maltz and Kohli 2000; 
Maltz, Souder, and Kumar 2001). We define internal 
dynamism as the extent to which organizational structures, 
processes, leadership, and strategy within the organization 
change frequently. Third, market turbulence and technolog- 
ical turbulence have been shown to affect the market perfor- 
mance of the firm (Kirca, Jayachandran, and Bearden 
2005). We define environmental dynamism as the extent to 
which competitive activities, customer needs, and technol- 
ogy in the market change frequently. 


Hypotheses Development 


As we pointed out previously, it is contentious whether dif- 
ferences between marketing and sales are helpful or hinder- 
ing. In this section, we first juxtapose two general perspec- 
tives on the differences between organizational subunits: the 
“thought-world-differences-are-bad” perspective and the 
“thought-world-differences-are-both-good-and-bad” per- 
spective. We then argue that though these perspectives per- 
mit a clear hypothesis with respect to how thought-world 
differences affect interdepartmental cooperation quality, 
they do not permit a clear hypothesis with respect to how 
thought-world differences affect overall market perfor- 
mance. Therefore, we suggest two competing hypotheses 
pertaining to the impact of thought-world differences on 
overall market performance. 


The Thought-World-Differences-Are-Bad 
Perspective 

The first perspective on thought-world differences is 
grounded in the social psychology of groups. This research 
has a strong tradition of viewing thought-world differences 
as detrimental to intergroup cooperation. A simple type of 
argument that has been advanced against thought-world dif- 
ferences is a variation on the "similarity-leads-to-attraction" 
theme. As Brown (1996, p. 176) notes, "if there is one ‘law’ 


of social relations which is almost universally accepted in 
social psychology, it is that similarity leads to attraction." 
Conversely, differences are conjectured to lead to inter- 
group aversion. 

A more refined argument is proffered by the social iden- 
tity and self-categorization perspective (Abrams and Hogg 
1999; Tajfel and Turner 1986). Striving to distinguish their 
in-group positively, people tend to develop negative stereo- 
types of the out-group (Brown 1996; Hogg and Terry 2000). 
As Ashford and Mael (1989, p. 33) note, this “desire for 
favourable intergroup comparisons generates much conflict 
between differentiated and clearly bounded subunits.” The 
theory holds that even small thought-world differences are 
exacerbated by the desire for positive distinctiveness. 


The Thoughi-World-Differences-Are-Both-Good- 
and-Bad Perspective 


The second perspective on thought-world differences is 
grounded in literature on (strategic) team decision та пр. 
This perspective separates two levels of outcomes: the 
cooperation between organizational subunits and the overall 
performance of the business unit. Thought-world differ- 
ences are believed not only to hamper the quality of 
interunit cooperation and to fuel interunit conflict but also 
to foster decision quality and organizational (or team) per- 
formance. Milliken and Martins (1996, p. 403) use the 
metaphor of a “double-edged sword.” 

Much literature in the “both-good-and-bad” tradition 
revolves around the diversity of teams (Simons, Pelled, and 
Smith 1999; Williams and O’Reilly 1998). Some facets of 
diversity jeopardize team cohesion. For example, diversity 
in regard to race, tenure, and values tends to fuel dysfunc- 
tional relationship conflicts (Amason 1996; Jehn 1997; 
Menon, Bharadwaj, and Howell 1996). In contrast, other 
facets of diversity represent an opportunity for the quality 
of team decisions. Informationally and functionally diverse 
teams are better linked to external networks and have better 
access to information. 

These arguments are related to prior work on lens mod- 
els (Mason and Mitroff 1981; Mitroff 1974). Brunswik 
(1955) suggests that in an uncertain environment, decision 
makers cannot observe the “true state” of reality but must 
infer it from a set of available cues. The cues function as a 
lens between reality and judgment. Depending on how they 
weight the cues, different people arrive at different judg- 
ments. This means that by confronting and combining 
diverse views, more precise inferences to real states are pos- 
sible (Kim and McLeod 1999; Licata, Mowen, and 
Chakraborty 1995).1 


Impact of Thought-World Differences on 
Cooperation Quality: A Clear Hypothesis 


Note that the two perspectives make consistent predictions 
on cooperation quality as an outcome variable. There is 
consensus in the literature that thought-world differences 
are deleterious to interdepartmental cooperation. Different 


TWe thank an anonymous reviewer for pointing out the connec- 
tion to lens models. 
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orientations imply different priorities in the allocation of 
resources. For example, compared with a product-oriented 
department, a customer-oriented department will be more 
critical of investments into additional product features that 
are technically advanced but for which the customer is not 
willing to pay. On the contrary, a product-oriented depart- 
ment will be more critical of creating additional product 
variants that please one important account but increase 
engineering costs. 

Different competences mean that one side has greater 
market knowledge, product knowledge, or interpersonal 
skills than the other. As a consequence of this dissimilarity, 
marketing and sales will develop a stronger in-group identi- 
fication and more stereotypes about the other group, which 
ultimately increases conflict (Hogg and Terry 2000). 
Knowledge differences and different interpersonal skills 
will also hinder communication between marketing and 
sales, which negatively affects their ability to reach agree- 
ment on debated issues. Thus: 


Ни: Thought-world differences between marketing and sales 
with respect to (a) customer (versus product) orientation, 
(b) short-term (versus long-term) orientation, (c) market 
knowledge, (d) product knowledge, and (e) interpersonal 
skills are negatively related to the quality of cooperation 
between marketing and sales. 


Impact of Thought-World Differences on Market 
Performance: Two Competing Hypotheses 


After our review of the two perspectives, the impact of 
thought-world differences on market performance is every- 
thing but unequivocal. The thought-world-differences-are- 
bad perspective conjectures a negative impact on coopera- 
tion quality, which imposes the question of why the same 
negative mechanisms should not also apply to market per- 
formance. In contrast, the thought-world-differences-are- 
both-good-and-bad perspective suggests that a positive 
impact of thought-world differences on market performance 
is possible. As Millikan and Martins (1996, p. 403) summa- 
rize, “diversity offers both a great opportunity for organiza- 
tions as well as an enormous challenge." In addition, it is 
not clear whether all differences are good for market perfor- 
mance or only some. Because the current state of theory is 
ambiguous and permits two equally plausible lines of rea- 
soning, we submit two competing sets of hypotheses to 
empirical exploration. 

On the one hand, it can be argued that different orienta- 
tions and different competences undermine market perfor- 
mance just as they undermine the quality of cooperation 
between marketing and sales. In terms of different orienta- 
tions, frequent internal debates on alternative strategic 
directions can paralyze the organization. As a result of the 
paralysis, the organization may miss market opportunities. 
The positive effect of consensus on performance has also 
received some empirical support (Bourgeois 1980; Dess 
1987; Homburg, Krohmer, and Workman 1999). 

Different competences may create an interpretive bar- 
rier (Dougherty 1992). As a consequence, marketing and 
sales may interpret strategies differently, causing strategies 
to be poorly implemented. Interpretive barriers due to 
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knowledge differences and different interpersonal skills 
may even preclude an informed discussion and decision 
making of the coalitions in the first place (Frankwick et al. 
1994). Finally, it has been shown that market knowledge 
and market-oriented capabilities throughout the organiza- 
tion positively influence market performance (Day 1994; 
Marinova 2004). Thus: 


Ноа: Thought-world differences between marketing and sales 
with respect to (i) customer (versus product) ortentation, 
(ii) short-term (versus long-term) orientation, (їп) market 
knowledge, (iv) product knowledge, and (v) interpersonal 
skills have a negative 1mpact on the market performance 
of the business unit. 


On the other hand, it can be argued that different orien- 
tations and different competences enhance market perfor- 
mance. Indeed, some studies find that strategic dissent 
rather than strategic consensus enhances performance 
(Bourgeois 1985; Dooley and Fryxell 1999). If diverse оп- 
entations enter the discussion, more arguments are 
processed, more alternatives are pondered, different skills 
are shared, and the quality of decisions increases (Eisen- 
hardt and Schoonhoven 1990). Studies have repeatedly 
shown the advantages of such dialectical and “devil’s advo- 
cacy” approaches to decision making (Cosier 1978; 
Schweiger, Sandberg, and Ragan 1986). The synthesis 
emerging from task conflict over the diverse standpoints has 
been proved to be superior to the individual perspectives 
themselves (Jehn and Mannix 2001; Mason and Mitroff 
1981; Schweiger and Sandberg 1989) and has been shown 
to lead to higher profits for the firm (Balasubramanian and 
Bhardwaj 2004). Different competences enable the integra- 
tion of more information. Contrasting diverse ideas and 
competences has been shown to stimulate creativity and 
learning (Fiol 1994; Jehn, Northcraft, and Neale 1999). 
Thus, we propose an alternative hypothesis: 


Hoy: Thought-world differences between marketing and sales 
with respect to (i) customer (versus product) orientation, 
(11) short-term (versus long-term) orientation, (iii) market 
knowledge, (iv) product knowledge, and (v) interpersonal 
skills have a positive influence on the market perfor- 
mance of the business unit. 


Impact of Cooperation Quality on Market 
Performance 


Our final hypothesis pertains to the relationship between the 
cooperation level and the business level of consequences. 
Numerous studies have demonstrated that the quality of 
cooperation between two departments affects the market- 
related outcomes the departments jointly achieve (see, e.g., 
Kirca, Jayachandran, and Bearden's [2005] meta-analysis). 
Two conceptual arguments shed light on this observation. 
One line of reasoning emphasizes that high-quality cooper- 
ation leads to market performance because of better pro- 
cessing and usage of market-related information in the 
organization (Jaworski and Kohli 1993; Menon, Jaworski, 
and Kohli 1997). Another line of reasoning points out that 
high-quality cooperation means a commitment to imple- 
menting decisions (Amason 1996; Homburg, Krohmer, and 
Workman 1999). Thus: 


Нз: The quality of cooperation between marketing and sales is 
positively related to the market performance of the busi- 
ness unit. 


Methodology 


Data Collection Procedure 


Given the need for empirical research on the marketing— 
sales interface, we conducted a large-scale mail survey in 
seven industry sectors in one European country: financial 
services, chemical and pharmaceutical, machinery, utilities, 
electronics, consumer packaged goods, and automotive. We 
selected these sectors on the basis of their macroeconomic 
importance. By including consumer goods, industrial 
goods, and services, we attempted to capture a variety of 
market settings. We obtained a random sample of strategic 
business units (SBUs) from a commercial list provider. The 
sample was stratified by company size to have enough vari- 
ance with respect to this important organizational 
antecedent. Telephone calls were made to verify that the 
SBU had both a marketing and a sales subunit and to iden- 
tify informants with an overview of both subunits. We 
obtained the names of 1700 executives through these 
procedures. 

Respondents were asked to refer to their SBU or, if their 
company had only one SBU, to their company. Given our 
prior identification of SBUs with separate marketing and 
sales units, respondents were familiar with both terms and 
were asked to refer to the units labeled marketing and sales. 

All respondents were addressed by a personalized letter. 
As an incentive to participate, we offered a benchmarking 
report and free papers from our university’s working-paper 
series. Four weeks after mailing the questionnaires, follow- 
up telephone calls were made. As a further step to ensure 
the appropriateness of the respondents, we included two 
items at the end of the questionnaire that asked how compe- 
tent the respondents believed they were to answer the ques- 
tions and how strongly they were involved in the coopera- 
tion between marketing and sales. We discarded returned 
questionnaires if one of these items was rated lower than 
four on a five-point scale (5 = “high competence”). As a 
result, we obtained 337 completed and usable question- 
naires, for a response rate of 20%. We controlled for a pos- 
sible nonresponse bias by comparing construct means for 
early and late respondents (Armstrong and Overton 1977). 
Only one of the ten constructs showed significant (p < .10) 


differences between early and late respondents. Thus, this 
test speaks against the existence of a major nonresponse 
bias. Table 1 describes the composition of our sample. 
Beyond the information contained in Table 1, it is important 
to note that 177 of the respondents had professional experi- 
ence in both marketing and sales (ie., they knew both 
thought worlds from inside). Their average job experience 
in marketing and sales was 16.6 years, with a median of 14 
years. 

Given that our independent and dependent measures 
stem from the same person, we collected additional perfor- 
mance data from independent sources to validate our mar- 
ket performance measure. Using two financial databases 
and annual reports from the firms’ Web sites, we obtained 
operating profits and operating revenues. We used segment 
reports when available. We did not use the objective perfor- 
mance data if the revenue figures obtained from the finan- 
cial reports were substantially larger than the self-reported 
revenues stated in the questionnaire. Because publicity 
requirements are less comprehensive in Europe than in the 
United States, we could not obtain the required figures for 
many family-owned, foundation-owned, and state-owned 
companies. Overall, these procedures yielded financial per- 
formance data for 185 of the 337 data sets. Matching the 
time horizon of the market performance measure, we com- 
puted a three-year average for the return on sales. We stan- 
dardized return on sales by industry. 


Measurement Procedure 


General measurement approach. We used two types of 
measures in the survey: reflective multi-item measures and 
formative multi-item measures. If observed variables (and 
their variances and covariances) were manifestations of 
underlying constructs, we used a reflective measurement 
model (Bagozzi and Baumgartner 1994). In such cases, we 
assessed the scales’ psychometric properties using confir- 
matory factor analysis (Anderson and Gerbing 1988; For- 
nell and Larcker 1981). We applied reflective measures if 
not otherwise indicated. 

If a construct is a summary index of observed variables, 
a formative measurement model is more appropriate (Dia- 
mantopoulos and Winklhofer 2001; Jarvis, MacKenzie, and 
Podsakoff 2003). In such cases, observed variables cover 
different facets of the construct and cannot be expected to 
have significant intercorrelations. We used a formative scale 
to measure market knowledge and product knowledge 


TABLE 1 
Sample Composition 





Industry Position of Respondent Number of Employees 
Financial services 26% Head of marketing 46% <400 23% 
Consumer packaged goods 19% Head of sales 36% 400—999 1596 
Utilities 1296 General manager/director 496 1000—2999 2796 
Chemical/pharmaceutical 1296 Head of marketing communication 4% >3000 28% 
Automotive 11% Head of product management 4% 
Machinery 10% Other 6% 
Electronics 5% 
Other 5% 
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because, for example, being knowledgeable about cus- 
tomers does not necessarily go along with being knowl- 
edgeable about competitors. Thus, the knowledge con- 
structs represent a knowledge index across the partial facets 
of knowledge. We applied the same formative measurement 
logic to the power imbalance construct; for example, if 
sales dominates price-related tasks, this does not inevitably 
mean that sales dominates market research tasks as well. 


Scale development. Because our study is the first to 
explore the thought worlds of marketing and sales quantita- 
tively, we could not draw on many well-established scales 
in the literature. Most scales needed to be modified from 
existing scales or to be newly created. The modification and 
creation of scales was based on an extensive literature 
review and semistructured qualitative interviews with at 
least one manager from each of the industries sampled. We 
pretested a draft of the questionnaire and refined it with 20 
additional managers. Through these procedures, we ensured 
the content validity of our items. Appendix A lists our scale 
items and the literature on which we built them. Because 
our thought-world domains are rather broad and unex- 
plored, we used heterogeneous items (Little, Lindenberger, 
and Nesselroade 1999). We did not eliminate any question- 
naire items of the thought-world constructs. As Appendix A 
indicates, we purified the item pool for only one of the 
control variables (environmental dynamism) because of 
extremely low item-to-total correlations. 


Scale assessment. Appendix A provides our scale prop- 
erties. Appendix B provides summary statistics and correla- 
tions. We assessed measure reliability and validity of the 
reflective measurements using confirmatory factor analysis, 
which is considered superior to more traditional criteria 
(e.g., Cronbach’s о) because of its less restrictive assump- 
tions (Bagozzi, Yi, and Phillips 1991; Gerbing and Ander- 
son 1988). We included all independent and dependent 
latent variables in one multifactorial confirmatory factor 
analysis model. This model showed a satisfactory fit to the 
data (adjusted goodness-of-fit index [АСЕ] = .9, root mean 
square error of approximation [RMSEA] = .08, and stan- 
dardized root mean square residual = .08). On the basis of 
the estimates from this model, we scrutinized composite 
reliability and discriminant validity. Composite reliability 
represents the shared variance among a set of observed 
variables measuring an underlying construct (Fornell and 
Larcker 1981). All constructs exceed the threshold value of 
.6 that is recommended in the literature (Bagozzi and Yi 
1988, p. 82); the lowest reliability is .63. We assessed dis- 
criminant validity on the basis of criteria that Fornell and 
Larcker (1981) suggest; the results did not show any viola- 
tion: The highest extent of shared variance between two 
latent variables in the phi matrix is .18, which is much 
lower than the average variance extracted of any construct. 


Measurement of differences. For each orientation and 
competence variable, we used a twin scale: one for market- 
ing and one for sales. We computed the items for the differ- 
ences between orientations and competences by subtracting 
the item scores of marketing from the item scores of sales 
and by squaring that difference (Tsui and O’Reilly 1989). 
Thus, the larger the discrepancy between marketing and 
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sales, the larger is the difference score, regardless of which 
has the higher and which has the lower score. Our approach 
is consistent with diversity research that uses measurements 
of dissimilarity built on squared differences (Jehn, Chad- 
wick, and Thatcher 1997; Tsui, Egan, and O’Reilly 1992). 
An alternative approach, polynomial regression, cannot be 
applied in our case because it assumes measurement with- 
out error (Edwards 1994, 2001; Smith and Tisak 1993; 
Tisak and Smith 1994). An important caveat is that depend- 
ing on the correlation between the constituents, the reliabil- 
ity of algebraic difference scores may be poor (Peter, 
Churchill, and Brown 1993). However, given composite 
reliabilities of .88, .63, and .69 for our reflective measures, 
this is not a serious problem in our case. 


Hypotheses-Testing Procedure 


Our hypotheses propose both direct and indirect effects of 
thought-world differences on market performance. The 
indirect effects, mediated by the quality of cooperation, are 
all hypothesized to be negative, whereas the direct effects 
may be positive. Because we attempt to test the direct and 
indirect path hypotheses simultaneously and to explore 
whether the direct or indirect effects are stronger, we use 
structural equation modeling. We used the LISREL 8.72 
software package. Polynomial regression, which has been 
suggested as an alternative to difference scores (Edwards 
1994, 2001), cannot model the direct and indirect paths that 
are essential to testing our hypotheses. 

Given our sample size of 337, it is impossible to include 
all constructs into a single structural equation model: The 
ratio between the number of observations and the number of 
parameters to be estimated (N:t) would be only 1.5:1 for 
this complex model. However, a ratio of 5:1 is typically 
viewed as a minimum requirement to achieve stable infer- 
ence, given that methods for the estimation and testing of 
structural equation models are based on asymptotic theory 
(Baumgartner and Homburg 1996; Bentler and Chou 1987). 
Complex covariance structure models with small sample 
sizes are receiving increasing attention in methodological 
research (Hoogland and Boomsma 1998). Recent simula- 
tion studies have hypothesized that even higher ratios than 
5:1 may be necessary for stable inferences on the total 
model (Herzog, Boomsma, and Reinecke 2007). Against 
this background, we analyze five separate models, one for 
each thought-world facet (e.g., product knowledge, inter- 
personal skills). Each model contains the difference con- 
struct, the two outcome variables, and the three control 
variables. Our N:t ratios are 6:1 for two of the five models 
and 5:1 for the other three. 

Measures of overall fit evaluate how well the model 
reproduces the observed variables’ covariance matrix. The 
goodness-of-fit index (GFI) and the АСЕ! are two descrip- 
tive overall fit measures for which a minimum value of .9 is 
usually considered acceptable (Bagozzi and Yi 1988; 
Baumgartner and Homburg 1996). The RMSEA is a fit 
measure based on the concept of noncentrality. Usually, val- 
ues up to .08 are considered indicative of reasonable model 
fit (Browne and Cudeck 1993). As Table 2 shows, three 
models miss the RMSEA criterion very closely (.09 after 


TABLE 2 











Results of Hypotheses Tests 
Dependent Varlable 
Quality of Cooperation 
Between Marketing Market Performance 
Independent Variable and Sales of Business Unit 
Domain Construct Model Hypothesis Result Hypothesis Result 
Performance Quality of cooperation between marketing 1 Нз: + У .24** 
and sales 2 .25** 
3 i25** 
4 .24“ 
5 .21* 
Orlentation Differences between marketing and sales in 1 На: = у —.11** Hoa): — .14** 
regard to customer (versus product) orientation Ну: + / 
Differences between marketing and sales п 2 Hip: - у —.23** Hoa(uy: — .10* 
regard to short-term (versus long-term) Ноу): + У 
orientation 
Competence Differences between marketing and sales In 3 Hic y —.07* Ноа): — .00 
regard to market knowledge Hopqiy: + 
Differences between marketing and sales In 4 Hig: — У —08* Həm: =y  — —09* 
regard to product knowledge софи): + 
Differences between marketing and sales in 5 Hie: - У —.28** Havi =y — —18'* 
regard to Interpersonal skills ју): + 
хаја А. RMSEA GFI AGFI 
Model Global fit statistics 1 3.0 .08 .95 94 
2 3.2 .08 .95 94 
3 3.3 .09 .95 94 
4 3.2 .09 .96 94 
5 2.7 .08 ‚95 94 
“te 1.645, p < .05. 


"> 2.326, p< 01. 


Notes: Values shown are completely standardized path coefficients; / = hypothesis confirmed. 


rounding up). However, the AGFI and GFI values indicate 
satisfactory fit for all five models. 


Results 


Descriptive Results 

Figure 2 shows the overall means for the five thought-world 
dimensions. Mean differences are highly significant (p < 
.001) for customer (versus product) orientation, short-term 
(versus long-term) orientation, and market knowledge. The 
average thought-world profile of marketing and sales is 
fairly balanced between customers and products and 
between the short run and the long run. However, sales is 
inclined toward a customer orientation and a short-term ori- 
entation, whereas marketing is inclined toward a product 
orientation and a long-term orientation. Sales has a higher 
market knowledge than marketing. Marketing and sales do 
not differ in regard to product knowledge and interpersonal 
skills. 

These results provide large-scale empirical confirmation 
of the anecdotal descriptions of marketing and sales thought 
worlds in the literature. As an example, Cespedes (1994) 
and Kotler (1977) state that sales has a shorter time horizon 


than marketing. With respect to customer (versus product) 
orientation, Cespedes (1996, p. 27) claims that “each group 
has a different window on the world: Product management 
tends to view developments in terms of assigned products 
-.. [and] sales in terms of its specific accounts.” Carpenter 
(1992, p. 29) points out the superior market knowledge of 
sales: “Salespeople are in constant contact with prospects 
and customers. They’re a fantastic informational conduit.” 


Results of the Hypotheses Tests 


Table 2 summarizes the results of our five structural equa- 
tion models. To begin with the least complex hypothesis, Нз 
is corroborated: All five models consistently show a posi- 
tive, highly significant impact of the quality of cooperation 
between marketing and sales on the market performance of 
the business unit. H,,—-H;, are also confirmed: Different ori- 
entations as well as different competences of marketing and 
sales adversely affect the quality of cooperation. The effects 
are highly significant. To summarize, thought-world differ- 
ences are bad for the quality of cooperation between mar- 
keting and sales. 

We now evaluate which of the competing hypotheses 
pertaining to the effect of thought-world differences on 
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FIGURE 2 
Thought-World Profiles of Marketing and Sales 









Orientation Product orientation 
Long-term orientation 
Competence Market knowledge 


Product knowledge 


Interpersonal skills 


1 2 3 4 5 
Customer orientation 

> _| 
ас Е 









market performance are empirically supported. The results 
are intriguing. Differences in regard to customer (versus 
product) orientation have a positive, direct effect on the 
market performance of the business unit, in support of 
Hoy. Thus, it is beneficial if one side champions a product 
orientation and the other side champions a customer orien- 
tation. In the same way, differences in regard to short-term 
(versus long-term) orientation have a positive, direct effect 
on the market performance of the business unit, in support 
of Hy). It is beneficial if one side plays the advocate of 
short-term considerations and the other side plays the advo- 
cate of long-term considerations. 

Because different orientations have a negative effect on 
cooperation quality but a positive effect on market perfor- 
mance, it is insightful to compare its positive, direct effect 
on market performance with the negative, indirect effect 
that cooperation quality mediates. For differences in regard 
to customer (versus product) orientation, the direct effect is 
.14, and the indirect effect is —.03, yielding a positive total 
effect on market performance of .11. In the case of differ- 
ences in regard to short-term (versus long-term) orientation, 
the direct effect is .10, and the indirect effect 1s —.06, yield- 
ing a positive total effect on market performance of .04. A 
key finding is that the beneficial effect of different orienta- 
tions on market performance in regard to both customer 
(versus product) orientation and: short-term (versus long- 
term) orientation outweighs the detrimental effect on coop- 
eration quality. 

To continue the tests of the competing hypotheses, we 
found no significant effect for differences in regard to mar- 
ket knowledge; thus, neither hypothesis is supported. How- 
ever, there are significant effects for differences in regard to 
both product knowledge and interpersonal skills. Differ- 
ences in regard to product knowledge have a negative 
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impact on market performance; this confirms Нрабуу. Like- 
wise, differences in regard to interpersonal skills have a 
negative, direct impact on the market performance of the 
business unit; this confirms Ноу). Thus, another key find- 
ing of our study is that the signs for different competences 
between marketing and sales are opposite to the signs for 
different orientations; that is, different orientations between 
marketing and sales are good for market performance, 
whereas different competences are bad for market 
performance. 


Assessing the Effects of the Respondents’ 
Functional Background 


As Table 1 shows, our sample cumulates respondents from 
marketing and respondents from sales. Thus, it is necessary 
to probe whether the results of our hypotheses tests differ 
between marketing respondents and sales respondents. 
Using the two largest groups in the data set—the head of 
sales (n = 120) and the head of marketing (n = 155)—we 
conducted two tests to assess whether the effects of 
thought-world differences differ between the marketing 
respondents and the sales respondents. First, we tested 
whether the correlations between the difference variables 
and the dependent variables are significantly different. To 
this end, we transformed correlations into Fisher z values. 
The correlations are significantly different at a 596 (two- 
tailed) level if the normal curve deviate of the z difference 
exceeds 1.96 (Cohen et al. 2003, p. 49). As Table 3 shows, 
none of the ten correlations differ significantly between 
marketing and sales respondents; the highest value we 
found was 1.64, and the lowest was 0. Thus, comparing the 
key correlations does not indicate a single violation that 
would speak against cumulating marketing respondents and 
sales respondents. 


TABLE 3 


Comparing Respondents from Marketing with Respondents from Sales 
a o а. 


Correlation Multigroup Model 
Comparison Comparison 
Normal Curve X? Difference Between 
Devlate of z the Constralned and the 
Predictor Variable Dependent Variable Difference* Unconstralned Model** 
Differences In regard to customer (versus product) Quality of cooperation 33 .88 
orientation Market performance –.83 2.06 
Differences in regard to short-term (versus Quality of cooperation —.60 1.94 
long-term) orientation Market performance .08 .03 
Differences In regard to market knowledge Quality of cooperation 1.64 .05 
Market performance —.65 1.07 
Differences in regard to product knowledge Quality of cooperation .82 .01 
Market performance —.08 .09 
Differences п regard to interpersonal skills Quallty of cooperation —.95 .00 
Market performance 0 .04 


"Values «1.96 and values »—1.96 indicate p > 05. 
“Values «3.841 indicate p> .05 


As a second test, we analyzed two-group LISREL mod- 
els for the marketing respondents and the sales respondents. 
We compared a constrained case in which the effects of 
thought-world differences on the dependent variables are 
set equal across the marketing and sales groups with an 
unconstrained case. If the introduction of the equality con- 
straint increases the chi-square statistic by more than 3.841, 
the equality model fits the data significantly (5%) worse. As 
Table 3 shows, none of the chi-square differences are close 
to the critical value of 3.841. To conclude, there is strong 
evidence that the results of the hypotheses tests do not differ 
between marketing respondents and sales respondents and 
that pooling them is justified. 


Assessing the Validity of the Performance 
Measure 


To scrutinize whether the results of our hypotheses tests are 
merely statistical artifacts of a same-source bias (Podsakoff 
et al. 2003), we used the objective performance data 
obtained from independent sources. We reanalyzed the 
structural equation models for the five difference constructs, 
substituting the objective performance measure for the per- 
ceptual market performance measure. 

Table 4 shows the parameter estimates for the validation 
analyses. The results are largely consistent with those for 
the market performance measure (Table 2). To begin with, 
all positive and negative effect signs are the same as in the 
main analyses. Orientation differences positively affect 
overall business performance, and competence differences 
negatively affect overall business performance. The perfor- 
mance effects of customer (versus product) orientation, 
short-term (versus long-term) orientation, product knowl- 
edge, interpersonal skills, and cooperation quality are sig- 
nificant, which is consistent with the main analyses. The 
effect of market knowledge differences on overall business 
performance is significant in the validation analysis, but it is 
not significant in the main analysis. However, we do not 
consider this a major concern for the validity of our perfor- 


mance measure, because the sign of the market knowledge 
effect is consistent with the emergent hypotheses on 
thought-world differences (orientation differences are good, 
and competence differences are bad). To conclude, our vali- 
dation analyses suggest that our subjective performance 
measure has external validity. 


Discussion 


The Kind of Difference Makes a Difference 


In terms of the seeming paradox we discussed previously, 
we are now in a better position to answer the question 
whether differences between marketing and sales are bene- 
ficial or deleterious. Our empirical results reject the 
thought-world-differences-are-bad perspective and support 
the more differentiated thought-world-differences-are-both- 
good-and-bad perspective. The results for our exploratory 
hypotheses suggest that different orientations between mar- 
keting and sales have a positive effect on overall market 
performance, whereas different competences have a nega- 
tive effect on overall market performance. The kind of dif- 
ference does make a difference. 

What does it mean that different orientations are good? 
One typical situation that illustrates how market perfor- 
mance is enhanced by different time orientations arises in 
the context of pricing. Faced with price pressure from cus- 
tomers, sales may be tempted to myopic price cuts (and, 
thus, revenue and profit sacrifices) if marketing did not act 
as the devil's advocate (Schweiger, Sandberg, and Ragan 
1986), arguing for a long-term perspective. Kotler (1977, p. 
68) notes that in the sales organization, “people are not 
counterbalanced often enough with ‘brand management’ 
personnel, who think in terms of long-run product strategy 
and its financial implications.” A typical situation that 
exemplifies how different customer (versus product) orien- 
tations foster market performance occurs in the context of 
new product development; the product-oriented department 
may be tempted to equip a new product version with too 
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TABLE 4 
Replication of Hypotheses Tests with Objective Performance as the Dependent Varlable 








Dependent Variable 
Quallty of 
Cooperation Standardized 
independent Variable Between Marketing Financial 
Domain Construct Model and Sales Performance 
Performance Quality of cooperation between marketing and sales 1 .30*** 
2 27" 
3 .18*** 
4 .19*** 
5 18“ 
Orientation Differences between marketing and sales п regard 1 – 47“ .23** 
to customer (versus product) orlentation 
Differences between marketing and sales in regard 2 —26"* .29** 
to short-term (versus long-term) orlentation 
Competence Differences between marketing and sales in regard 3 —07* —.33*** 
to market knowledge 
Differences between marketing and sales in regard 4 —.12*** —.07* 
to product knowledge 
Differences between marketing and sales In regard 5 —.20*** —.14** 


to Interpersonal skills 





*t > 1.282, p < .10. 

**t > 1.645, p < .05 

и > 2.326, р < .01 

Notes: Values shown are completely standardized path coefficients. 


many new features if it were not counterbalanced by the 
customer-oriented department, which warns against over- 
charging the customer. 

How, then, can competence differences be bad? Why do 
diverse competences decrease market performance? The 
thought-world literature draws attention to one adverse 
effect of diverse competences. Dougherty (1992, p. 182) 
points out that “thought worlds with different funds of 
knowledge cannot easily share ideas.” Furthermore, “[t]hese 
differences can preclude the development of an optimal 
design” (p. 196). We conclude that there is a fundamental 
difference between orientation differences and competence 
differences. Different orientations do not inhibit mutual 
exchange and synthesis of positions. In contrast, differences 
among interpersonal skills and between the knowledge 
funds of marketing and sales pose an interpretive barrier 
that precludes the exchange, understanding, and synthesis 
of ideas and, ultimately, optimal decisions (Frankwick et al. 
1994; Workman 1993). 


Academic Contribution 


This study extends academic marketing research in several 
ways. First, it is one of the first to consider the managerially 
important interface between marketing and sales. This inter- 
face has long been neglected in the literature, but recently, it 
was chosen as one of the topics of the American Marketing 
Association thought leadership forums (Rouziés et al. 
2005). Previously, many organizational studies have treated 
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marketing and sales as a functional unit, though they are 
often separate departments in practice. Moreover, many 
writers have assumed that the unification of marketing and 
sales is advantageous, if not mandatory, for the implementa- 
tion of the marketing concept. Finally, it has been suggested 
that as organizations move toward process forms, functional 
differences become less relevant (Piercy 1986; Webster 
1992; Workman, Homburg, and Gruner 1998).2 Our study 
challenges these assumptions by showing which benefits 
accrue from differences between separate marketing and 
sales units. 

Second, to the best of our knowledge, our study uses the 
largest empirical database of the marketing-sales interface. 
The marketing-sales interface has long been empirically 
underresearched. We collected questionnaires from several 
industries and from more than 300 firms. In comparison, the 
pioneer studies of Strahle, Spiro, and Acito (1996) sampled 
25 firms, and Workman, Homburg, and Gruner (1998) sam- 
pled 47 firms, Our large sample enables us to derive state- 
ments that can be generalized across industries. 

Third, this article identifies dimensions of marketing 
and sales thought worlds. Our conceptualization of the 
thought-world dimensions unites the work of Lawrence and 
Lorsch (1969) on differentiation with new literature on 
thought-world differences (Dougherty 1992). This paves the 


2We owe this point to an anonymous reviewer. 


way for more quantitative work on the thought worlds of 
marketing and sales and on thought worlds in general. We 
hold that a quantitative approach to thought worlds is a 
valuable complement to a qualitative (or interpretive) 
approach (Dougherty 1992; Frankwick et al. 1994; Work- 
man 1993). Both approaches make specific contributions to 
knowledge and stimulate each other. 

Fourth, our study conceptually and empirically distin- 
guishes between beneficial and deleterious kinds of 
thought-world differences. It challenges the widespread 
notion that all thought-world differences are deleterious. 
For example, Dewsnap and Jobber’s (2002) conceptual 
work on the marketing-sales interface unilaterally focuses 
on the negative consequences of intergroup differentiation 
between marketing and sales. The finding that different ori- 
entations can be beneficial builds a bridge to the new theory 
of team diversity (Jehn, Northcraft, and Neale 1999; 
Simons, Pelled, and Smith 1999) and team conflict (Jehn 
and Mannix 2001; Pelled, Eisenhardt, and Xin 1999), which 
has pointed out the positive effects of diversity and task 
conflict. 


Limitations and Avenues for Further Research 


There are several limitations of our study. First, the 
response rate is fairly low. Therefore, despite the encourag- 
ing tests we reported herein, we cannot exclude the notion 
that the respondents to our survey are already concerned 
with the marketing-sales interface and that our perceptual 
measures are truncated. Second, the marketing-related 
questions and the sales-related questions were answered by 
the same informant. Thus, although the tests we report 
herein do not indicate larger problems, we cannot exclude a 
potential common method bias and a potential loss of infor- 
mation. Third, almost half of our observations stem from 
respondents who have been immersed in only either a mar- 
keting or a sales thought world throughout their careers. 
Therefore, the thought-world assessments these respondents 
provided are perceptions of an outsider. Further research 
should obtain all measures from paired thought-world insid- 
ers. Fourth, although we collected performance data from 
independent sources, we do not have these data for all firms 
in our sample. Fifth, although our conceptualization of mar- 
keting and sales thought worlds covers the most frequently 
mentioned differences between marketing and sales, we 
cannot claim to cover all dimensions that are relevant. Fur- 
ther research should explore cognitive orientations such as 
quantitative versus qualitative orientation, analytical versus 
intuitive orientation, ability to deal with structured versus 
unstructured problems, emotional orientations (high versus 
low arousal), positive versus negative outlook, and expres- 
sive versus nonexpressive attitude.3 Sixth, further research 
should investigate whether thought worlds are really shaped 
by functional membership or rather by educational back- 
ground. For example, it should be explored whether the 
thought worlds of engineers in marketing are closer to engi- 
neers in sales or to their commercial colleagues in market- 
ing. Seventh, because our study asked the respondents to 





3We thank an anonymous reviewer for these ideas. 


refer to the units labeled marketing and sales in their orga- 
nizations and because different organizations use the terms 
marketing and sales differently, the marketing units and the 
sales units in our study are not homogeneous. Although our 
power imbalance measure controls for different activity 
profiles of marketing and sales, our data do not enable us to 
discern the reporting relationships of marketing and sales, 
budgets, and access to top management. Further research 
should also investigate the relationship between interdepart- 
mental differences and integration mechanisms (Martinez 
and Jarillo 1989; McCann and Galbraith 1981; Van den 
Ven, Delbequec, and Koenig 1976). Finally, there 1s a need 
for taxonomical work to identify empirical varieties of mar- 
keting and sales configurations. 


Managerlal Implications 


The results send four messages to managerial practice. 
First, this study shows that identical thought worlds in mar- 
keting and sales are not desirable. It refutes the often-heard 
claim to level completely any differences between market- 
ing and sales. Thought-world differences are both good and 
bad. It is the kind of difference that makes a difference. 

Second, this study cautions managers not to maximize 
harmony between marketing and sales. What is good for the 
quality of cooperation between marketing and sales is not 
necessarily good for the market performance of the business 
unit. The results encourage firms to install an internal role 
structure that fosters devil’s advocacy. Devil's advocacy 
ensures that more relevant information and more arguments 
enter into market-related decisions. 

Third, this study demonstrates that different goal orien- 
tations and different time orientations of marketing and 
sales are bad for the cooperation quality between marketing 
and sales but are good for the market performance of the 
business unit. One side should champion the product 
dimension of the firm, and the other side should champion 
the customer dimension of the firm. Likewise, one side 
should champion the long-term dimension of the firm, and 
the other side should champion the short-term dimension of 
the firm. In this sense, our study confirms the introductory 
citation from Cespedes (1996, p. 30) "not to eliminate dif- 
ferences" and to distinguish the functional roles of market- 
ing and sales. 

Fourth, this study suggests that differences between 
marketing and sales in regard to interpersonal skills and 
product knowledge are detrimental to both cooperation 
quality and market performance. Thus, in terms of interper- 
sonal skills, Donath's (1999) call to get marketing and sales 
"on the same wavelength" is supported as well. 

To summarize, the mode of symbiosis this study sug- 
gests is that marketing and sales should have similar com- 
petences and different orientations—in other words, similar 
people with different missions. People in the marketing and 
sales organization should be qualified to work in either a 
marketing or a sales environment. This can be achieved 
through training policies in the short run, job rotation in the 
midrun, and hiring policies in the long run. Tasks should be 
assigned such that one side, likely marketing, plays the 
long-term-oriented advocate of product profitability, 
whereas the other side, likely sales, plays the short-term- 
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oriented advocate of customer relationship profitability. The 
design of incentive systems helps to achieve the desired 
orientations. 


Conclusion 


We believe that just as conflict is being rebabilitated in 
recent organizational research (Pondy 1992), it is time to 


“undemonize” interdepartmental differences in research on 
marketing’s interfaces. This is underscored by the finding 
that market performance grows best in an environment that 
maintains a certain level of tension between marketing as a 
long-term product voice and sales as a short-term customer 
voice. 





APPENDIX A 
Scale Items for Construct Measures 
Composite Additional 
Construct Items Reliability Information 
Quality of cooperation To what extent do you agree with the following .93 *Reflectivo measure 


between marketing — statements: 
and sales 
«collaborate frictionless. 


eact in concert. 


In our business unit/company, marketing and sales 


•Вазед on Ellinger (2000) 
•Еме-рот! scale anchored by 
"strongly disagree" (1) and 
“strongly agree" (5) 


ecoordinate their market-related activities. 
ehave few problems in their cooperation. 


eachieve their common goals. 
etrust each other. 


Market performance of 
business unit 


share. 
«Galning new customers. 
*Making profits. 


To what extent has your business unit/your company .78 
achleved better results than the competition In the 
following areas over the last three years: 

eAchieving customer satisfaction and loyalty. 

«Achieving or maintaining the envisioned market 


•Аећесјме measure 

«Based on Homburg and Pflesser 
(2000) 

eFive-polnt scale anchored by 
“much worse" (1), “like” (3), and 
“much more than competition" (5) 


«Fast reaction to opportunities and threats In the 


market. 
Differences between The sales (marketing) unit of our business .88 *Reflective measure 
marketing and sales — uni/company ' «Based on Cespedes (1995), 


In regard to 
customer (versus 
product) orientatlon 


eAligns volume and revenue plans primarily һу... 
(1 = “products,” and 5 = "customers"). 

*Aligns strategy definition pnmarily by ... 
(1 = “products,” and 5 = "customers". 


Lawrence and Lorsch (1969) 
*Five-point semantic differential 
eSquared difference between 

marketing and sales item scores 


*Aligns performance evaluations primarlly by ... 
(1 = “products,” and 5 = "customers"). 


Differences between 
marketing and sales 
in regard to short- 
term (versus long- 
term) orientation 


unlt/company 
els characterized by а... 


"pragmatic/Inturtive approach"). 


*Has a planning horizon that is rather ... 


The sales (marketing) unit of our business .63 


(1 = “systematic/analytical approach,” and 5 = 


*Reflective measure 

*Based on Cespedes (1995), 
Lawrence and Lorsch (1969) 
*Five-point semantic differential 
eSquared difference between 
marketing and sales item scores 


(1 = “long-term,” and 5 = "short-term"). 


Differences between 
marketing and sales 
in regard to market 
knowledge following aspects: 

«Knowledge about customers. 
«Knowledge about competitors. 


Differences between 
marketing and sales 
in regard to product 
knowledge following aspects: 


«Knowledge about products. 


Please think of a typical employee in marketing 
(sales) In your business ипйЛп your company. How scale 
do you assess this employee with respect to the 


Please think of a typical employee in marketing 
(sales) in your business unit/in your company. How scale 
do you assess this employee with respect to the 


Formative  «Formatlve measure 

*Five-point scale anchored by 
“low” (1) and “high” (5) 

eSquared difference between 
marketing and sales item scores 


•Еогпа ме measure 

eFive-polnt scale anchored by 
“low” (1) and "high" (5) 

eSquared difference between 
marketing and sales item scores 


formative 


Knowledge about Internal processes. 
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APPENDIX A 
Continued 





Construct 


Differences between 
marketing and sales 
^ іп regard to 
Interpersonal skills 


Power Imbalance 
between marketing 
and sales 


Internal dynamism 


Environmental 
dynamism 


Items 


Please think of a typical employee In marketing 


(sales) in your business unit/in your company. How 


do you assess this employee with respect to the 
following aspects: 

*Abllity to work іп a team. 

«Communication skills. 

*Negotiatlon skills. 

•Регзиазмепезв and assertiveness. 

*Conflict tolerance. 


*Empathy. 


Please rate who in your business unit/in your 
company Is primarily responsible for the following 
tasks: 


Communication tasks (e.g., definition of 
communication activities, design of trade fair 
appearances). 

*Market research tasks (e.g., analysls of market 


potential, planning, and executlon of a customer 


satisfaction analysis). 
*Distributlon tasks (е.д., customer relationship 
management, definition of sales channels). 


*Service tasks (e.g., definition of product-related 


services and training offers). 
«Strategic tasks (е.д., definition of a market 
strategy). 
*Product-related tasks (е.д., design and 
Introduction of new products). 
*Price-related tasks (е.д., definition of price 
positioning, discounts, and price promotions). 


Please Indicate how frequently the following 
aspects change In your business ипИИп your 
company: 

*Work processes. 

*Evaluatlon criteria for employees. 

*Organizational structure. 

*Зирепогз. 

*business strategy. 


Please indicate how frequently the followIng 
aspects change in the market served by your 
business unit/by your company: 

«Products of the competition. 

Customer needs. 

•Ргодис! technology. 

«(Services of the competitlon, eliminated). 

*(Advertising campaigns of the competition, 

eliminated). 


Composite 
Rellabllity 


.69 


Formative 
scale 


.78 


.66 


Additional! 
Information 


*Reflective measure 

*Five-point scale anchored by 
"low" (1) and "high" (5) 

«Squared difference between 
marketing and sales item scores 


*Formative measure 

«Based on Homburg, Workman, 
and Krohmer (1999) 
*Five-polnt scale anchored by 
"predominantly marketlng's 
responsibllity" (1), “joint 
responsibllity" (3), and 
“predominantly sales’ 
responsibility” (5) 

Computed as squared deviation 
from scale middle (1.е., 3) 


*Reflective measure 
*Flve-point scale anchored by 
“very seldom” (1) and "very 

frequently” (5) 


*Reflective measure 

*Based on Maltz and Kohli (1996) 

¢Flve-point scale anchored by 
“very seldom” (1) and “very 
frequently” (5) 
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Liz C. Wang, Julie Baker, Judy A. Wagner, & Kirk Wakefield 


Can a Retail Web Site Be Social? 


Avatars are lifelike characters created by technology. Research suggests that avatars can increase the 
persuasiveness of online sales channels. The authors investigate how the social cues inherent in avatars influence 
consumers’ affect and shopping value. In Study 1, social cues induce perceptions of Web site socialness, leading 
to increased pleasure and arousal, both of which positively influence flow, hedonic and utilitarian value, and 
patronage intentions. Study 2 finds that social cue-induced arousal leads to increased pleasure only for consumers 
who are involved with the product category. Moreover, the influence of arousal on hedonic value is stronger for 
women, flow does not lead to pleasure for older consumers, and utilitarian value is less important for this group 
than for their younger counterparts. The findings suggest that there is a competitive advantage for online retailers 
that use social cues that provide consumers with enhanced perceptions of human connection and the formation of 


emotional bonds. 


espite retailers’ growing use of self-service formats, 
шапу consumers still want to receive personal atten- 
tion from salespeople (Cox, Cox, and Anderson 
2005). As more consumers shift to Internet shopping, it 
might seem that they must forgo this social aspect of shop- 
ping in a computer-mediated environment. Some 
researchers have even argued that social presence is not 
relevant to online marketers, because humans are absent 
from Web sites (Eroglu, Machleit, and Davis 2001). 
However, retailers are beginning to include humanlike 
characteristics on their Web sites, perhaps to induce in con- 
sumers this important feeling of being served when shop- 
ping online. In the field of information technology, the use 
of humanlike, or social, cues on Web sites is regarded as 
one of the most exciting developments for human-computer 
interface applications and has been adopted rapidly by Web 
site designers (Prendinger and Ishizuka 2004). Social com- 
puting is predicted to be one of the four drivers in informa- 
tion technology spending for the period from 2008 to 2010 
(McEachern 2005). Companies such as Rovion, iNago, and 
Artificial Life develop humanlike characters using multiple 
social cues and provide these characters to online retailers. 
For example, ANNA is a humanlike assistant on IKEA's 
Web site. This integration of social cues (i.e., cues based on 
human characteristics) into retail Web sites may heighten 
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the perception of employee presence and thus enhance con- 
sumers' online experiences. 

Despite the considerable resources being applied to the 
creation of online social cues, only now has work begun to 
examine the effect of these cues on consumers in a retailing 
context. Holzwarth, Janiszewski, and Neumann (2006) find 
that the use of an avatar (virtual character) on a retail Web 
site to deliver product information leads to increased per- 
suasiveness of a Web-based sales channel. Virtual charac- 
ters created by social cues may also influence other impor- 
tant consumer responses. By examining the emotional 
effects of Web site social cues, we contribute to the gap in 
the literature and respond to researchers' calls for more sys- 
tematic study of how people make sense of virtually pre- 
sented others (Lee and Nass 2003). Empirical evidence of 
various effects of social cues on consumers will be impor- 
tant to researchers as they continually strive to understand 
and model online shopping behavior. Furthermore, this 
work can significantly help marketing practitioners in their 
decisions pertaining to how to allocate Web site resources 
and bow to best manage relationships with their online 
customers. 

Social response theory, which suggests that people treat 
computers as social actors even when they know that 
machines do not possess human traits (Moon 2000), may 
offer direction in answering marketing questions about the 
effectiveness of Web site social cues. The term "socialness" 
has been used to describe the phenomenon in which people 
treat computers as social actors (e.g., Reeves and Nass 
1996; Steuer and Nass 1993). Adapting this term, we use 
"Web site socialness perceptions" to refer to the extent to 
which consumers detect social presence as a result of the 
use of social cues on a retail Web site. 

This article has two major purposes. First, we attempt to 
determine whether Web site cues used to create humanlike 
characteristics result in Web site socialness perceptions in 
retail consumers. Second, we investigate the processes 
through which Web site socialness perceptions might influ- 
ence consumers’ shopping experiences with online 
providers. We conducted two empirical studies to test the 
efficacy of social response theory in online retail situations. 
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On the basis of the results of these studies, we offer impli- 
cations for marketing theory and online marketers and pro- 
pose avenues for further research. 


Theoretical Model and Hypotheses 
Our conceptual model (see Figure 1) begins with the link 
that social response theory suggests between specific social 
cues and Web site socialness perceptions. The model then 
illustrates a series of relationships that we propose to 
explain the emotional effects of consumers’ Web site social- 
ness perceptions on purchase intentions. 


Social Response Theory: The Computer as а 
Soclal Actor 


A growing body of research supports the contention that in 
human-computer interactions, people treat the computer as 
a social actor rather than only as a medium. The basis for 
this argument is social response theory, which states that 
people apply social rules to respond to computers when 
computers possess humanlike attributes, or social cues 
(Reeves and Nass 1996). In other words, people treat com- 
puters as social actors even though they are fully aware that 
they are interacting with machines. Several social responses 
that occur regularly in human-human interactions have 
been found to occur as well in computer-human inter- 
actions, including politeness (Nass, Moon, and Carney 


1999), reciprocity (Moon 2000), interdependency among 
teammates (Nass, Fogg, and Moon 1996), interaction 
between similar and dissimilar personalities (Nass et al. 
1995), gender stereotype (Nass, Moon, and Green 1997), 
flattery (Fogg and Nass 1997), and attribution responsibility 
(Moon and Nass 1998). 

Researchers suggest that mindlessness is the reason for 
these responses (Nass and Moon 2000), which occur as a 
result of unconscious attention to a subset of contextual 
cues (e.g., human characteristics) on the computer screen. 
These cues trigger people’s various scripts, labels, and 
expectations in accordance with their prior experiences 
(Langer 1989). When a computer possesses social cues, 
people tend to respond automatically to the computer with 
their own simplistic social scripts (e.g., reciprocating seem- 
ingly kind comments from a computer with courtesy). The 
social response perspective assumes that a person’s orienta- 
tion is toward the most proximate source of information 
(Sundar and Nass 2000). 

Extending social response theory to the context of con- 
sumer behavior, we propose that during an online commer- 
cial experience, consumers may respond positively to social 
cues that are designed to portray a representative of the 
firm, such as a service employee or shopping guide. Steuer 
and Nass (1993) suggest that four cues are particularly rele- 
vant to eliciting social responses: language, human voice, 
interactivity, and social role. 


FIGURE 1 
The Conceptual Model 
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Language includes both written and spoken communi- 
cation. Turkle (1984) finds that children think that comput- 
ers are alive because computers use human language and 
sometimes can speak. Moon (2000) demonstrates that 
humans and computers engage in intimate self-disclosure 
exchanges when the language on the computer is entirely 
text based. Creating “dominant” and “submissive” person- 
alities for computers, Nass and colleagues (1995) find that 
using strong or weak language in the text displayed on the 
screen successfully creates the perception of two types of 
computer personalities. Traditionally, Web sites have incor- 
porated language in the form of written text but not spoken 
language. 

The use of voice is appearing in a growing number of 
computer systems and online stores (The Economist 2002). 
Voice, or human-sounding speech, is processed differently 
from other types of sound (Moore 1982). Because humans 
are uniquely capable of speech, voice is likely to encourage 
the use of rules associated with human—human relations 
(Reeves and Nass 1996; Steuer and Nass 1993). Steuer and 
Nass (1993) find that people respond to different voices on 
the same computer as if they are different social actors and 
that people respond to the same voice on different comput- 
ers as if it is the same social actor. 

Interactivity is a third social cue. Liu and Shrum (2002) 
suggest that interactivity is a multidimensional construct 
that consists of active control, two-way communication, and 
synchronicity. Synchronicity refers to the degree to which 
users’ input into a communication and the response they 
receive from the communication are simultaneous, which is 
considered immediate feedback. Two-way communication 
and immediate feedback are key characteristics in interper- 
sonal communication. Ha and James (1998) find that the 
more communication in a user—machine interaction resem- 
bles interpersonal communication, the more interactive 
people consider the communication. Likewise, McMillan 
and Hwang (2002) argue that a person’s perception of two- 
way communication is a requirement for Internet interactiv- 
ity to occur. All Web sites have some degree of interactivity 
due to the nature of Web browsing. When Web site commu- 
nication is designed to be similar to the immediate and two- 
way responses typical of human interpersonal interactions, 
consumers should respond to the computer as if it were a 
social actor. 

A social role cue is likely to elicit responses to the com- 
puter as a social actor. The social development literature 
argues that people define other entities and themselves as 
humans by observing the roles that the entities fill (Wallace 
1983). A social role could be filled simply by giving a label 
to an entity. People tend to take labels at face value because 
doubt requires greater thought (Steuer and Nass 1993). 
Research has demonstrated that people perceive computers 
as filling roles and then respond accordingly simply by 
physically labeling or referring to the computers in their 
role (e.g., “tutor”) (Steuer and Nass 1993). 

Note that the research we cite has found that people's 
automatic social responses to human-computer interaction 
are based on their propensity to employ information- 
processing heuristics and are not based on naiveté or initial 
curiosity about new technology. Human-computer inter- 


action elicits social responses from even the most techno- 
logically astute people (Reeves and Nass 1996). Thus, these 
effects are not likely to dissipate as a result of increased 
familiarity with techniques that beighten perceptions of 
Web site socialness. 

To summarize, social response theory posits that con- 
sumers may respond to a Web site that exhibits humanlike 
characteristics in much the same way they respond during 
human-human interactions. Furthermore, the combination 
of language, voice, interactivity, and social role should cre- 
ate a Web site that consumers perceive as incrementally 
more social than a Web site that uses only language (in text 
format) and limited interactivity. Therefore, we hypothesize 
the following: 


Hi: Consumers perceive a Web site that uses language, voice, 
interactivity, and social role as being significantly more 
social than a Web site that uses only text and limited 
interactivity. 


The Effects of Web Site Soclalness Perceptlons 


The rest of the links in our proposed model (Figure 1) focus 
on the role of Web site socialness perceptions in inducing 
positive affect (assuming that the social cues are perceived 
positively). Zaltman (2003) maintains that people's emo- 
tions contribute to and are essential for decision making. 
This contention is supported by a strong research stream in 
marketing that has found affect to be a key contributor to 
consumer response (e.g., Gardner 1985; Mano and Oliver 
1993; Pham 1998; Wyer and Srull 1989). For the examina- 
tion of the role of affect in our research, we draw on Mehra- 
bian and Russell's (1974) stimulus — organism — response 
framework and on cognitive mediation theory, both of 
which argue that rapid, sometimes unconscious perceptions 
precede affective responses (Kaplan 1987). Furthermore, 
both agree that environmental “prompts” are the starting 
point of an intentional or unintentional psychological and/or 
behavioral process (Clitheroe, Stokols, and Zmuidzinas 
1998; Mehrabian and Russell 1974). For this study, social 
cues on the Web site serve as environmental prompts for 
consumers. 


The influence of socialness perceptions on pleasure and 
arousal. Previous research using Mehrabian and Russell's 
(1974) classic affect model has supported the notion that 
stimuli in the physical environment influence people's 
arousal and pleasure responses in bricks-and-mortar stores 
(e.g., Baker, Grewal, and Levy 1992; Donovan and Rossiter 
1982), as well as in Internet stores (Eroglu, Machleit, and 
Davis 2003). Social factors, such as employees, are impor- 
tant characteristics of the physical environment in retail and 
service organizations (Baker 1987; Brady and Cronin 
2001). For example, Baker, Grewal, and Levy (1992) find 
that more visible and friendly store employees have a posi- 
tive influence on participants' arousal and pleasure. More- 
over, Berry, Carbone, and Haeckel (2002) suggest that cues 
emitted by people are an important component of emotion 
that influences customers' experiences. 

Compared with a text-only Web site, one that includes 
four social cues offers more additional interfaces and 
demands more activity from consumers (cf. Mehrabian and 
Russell 1974). Reeves and Nass (1996) suggest that giving 
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technology more social cues “turns up the social volume,” 
which implies that Web site socialness perceptions may 
increase arousal levels in consumers. 

Computer-based social presence can also influence 
users’ pleasure (Lombard and Ditton 1997). Adding social 
cues to а Web site may make the human-computer inter- 
action more “natural,” as if consumers were interacting with 
a social actor, such as a friendly employee. Thus, con- 
sumers may feel more comfortable and emotionally satis- 
fied (Sproull et al. 1996). On the basis of the evidence, we 
expect the following: 


Но: Web site socialness perceptions have a positive effect on 
arousal. 

H4: Web site socialness perceptions have a positive effect on 
pleasure. 


The influence of socialness perceptions on flow. Hoff- 
man and Novak (1996) argue that the success of online mar- 
keters depends on how well their Web sites encourage con- 
sumers’ flow states. Flow is a psychological state that 
people reach during engagement in activities (Novak, Hoff- 
man, and Yung 2000). In a computer-mediated environment, 
flow is characterized by a seamless sequence of responses 
facilitated by machine interactivity. Consumers who are in a 
flow state tend to enjoy their online experience more and 
stay online longer than those who are not in a flow state 
(Hoffman and Novak 1996). 

Flow is a multidimensional construct (e.g., Ghani and 
Deshpande 1994; Trevino and Webster 1992; Webster, 
Trevino, and Ryan 1993). In the human-computer inter- 
action experience, flow is composed of the following 
dimensions (Trevino and Webster 1992): 


1. The user feels a sense of control over the computer inter- 
action. An online retailer offers an environment that allows 
for a level of consumer control that 1s impossible with tradi- 
tional media (Hoffman and Novak 1996). Online shoppers 
are not passive consumers, because they have control over 
what to see and when to receive information. 

2. The user's attention is focused on the interaction. When a 
person browses a Web site, his or her focus of attention is 
narrowed to the limited computer screen. Because of the 
reduced field of focus in the computer-mediated environ- 
ment, the person tends to become absorbed in the activity 
(1.e., in a flow state) (Csikszentmihalyi 1977). 

3. The user's interest is increased during the interaction. Csik- 
szentmihalyi (1977) maintains that when in a flow state, 
people evaluate the activity as intrinsically interesting 

4. The user's curiosity is evoked. Malone (1980) suggests that 
curiosity accompanies a state of flow. Humans are social 
animals, so they are evolutionarily biased toward a social 
orientation and curious about other people (Reeves and 
Nass 1996). 


Csikszentmihalyi (1990) claims that being with other 
people is an important aspect of flow; thus, the four compo- 
nents of flow may all be influenced by social cues. During 
human-computer exchanges, interactions with Web sites 
that consumers perceive as high in socialness are likely to 
focus attention in ways that create flow states. A feeling of 
control can be engendered through the use of computer 
technologies, such as responsive interactive elements (e.g., 
intelligent agents). In addition, interactivity can result from 
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the real or perceived presence of other people. Novak, Hoff- 
man, and Yung (2000) find that Web sites with higher levels 
of interactivity boost people's flow states. Because people 
tend to have an inherent interest in and curiosity about other 
people, a Web site exhibiting social cues may increase a 
person's curiosity and interest in human-computer inter- 
actions. Thus: 


На: Web site socialness perceptions have a positive effect on 
flow. 


Relationships Among Pleasure, Arousal, and 
Flow 


The relationships among pleasure, arousal, and flow have 
not been examined together in an online environment. 
Novak, Hoffman, and Yung (2000) find that arousal is a 
positive antecedent of flow. Similarly, researchers argue that 
flow cannot occur when a person is in a low-arousal state 
(.е., is bored) (Csikszentmihalyi 1990). Sociologists sug- 
gest that boredom can result from the absence of external 
stimulation, which causes a loss of concentration on the 
current activity (Conrad 1997). In contrast, when people are 
aroused by external stimulation, their energy and attention 
is likely to increase. The extant evidence suggests the 
following: 4 


Н;: Arousal has a positive effect оп flow. 


Kaltcheva and Weitz (2006) suggest that arousal can be 
experienced as either pleasant or unpleasant. They empiri- 
cally demonstrate that arousal mediates the relationship 
between a physical store’s environment and pleasure. Thus: 


Не: Arousal has a positive effect on pleasure. 


Csikszentmihalyi (1990) suggests that pleasure and 
flow are correlated. Flow has been described as an intrinsi- 
cally enjoyable state (Hoffman and Novak 1996), which 
should result in pleasant feelings (Hedman and Sharafi 
2004). Thus: 


Н+: Flow has a positive effect on pleasure. 


Hedonic and Utilitarlan Value 


What consumers value in any shopping experience, whether 
it is a bricks-and-mortar or an online experience, includes 
both utilitarian and hedonic benefits (Babin, Darden, and 
Griffin 1994; Fisher and Arnold 1990; Mathwick, Malhotra, 
and Rigdon 2001). Consumers who are interested in utilitar- 
ian value are concerned with making purchases in an effi- 
cient and timely manner to achieve their goals with a mini- 
mum of irritation (Childers et al. 2001). Conversely, 
hedonic value focuses on fun and playfulness, reflecting 
shopping’s potential entertainment and emotional worth 
rather than the achievement of any prespecified end goal 
(Babin, Darden, and Griffin 1994). 

Senecal, Gharbi, and Nantel (2002) find that flow posi- 
tively influences consumers’ online shopping experiences, 
mainly through hedonic value. Flow has also been found to 
be directly related to surfing fun (Diehl 2001) and perceived 
play (Mathwick and Rigdon 2004), both of which are con- 
ceptual components of hedonic value. 


Scholars claim that flow might provide utilitarian value 
to consumers whose motivation is goal directed (e.g., 
Koufaris 2002). In a computer-mediated environment, flow 
occurs when an online shopper experiences a seamless 
sequence of responses facilitated by machine interactivity. 
This seamlessness implies no interruption and goal attain- 
ment, which should have a positive effect on utlitarian 
value. Therefore, we hypothesize the following: 


Hg: Flow has a positive effect on hedonic value. 
Hg: Flow has a positive effect on utilitarian value. 


Researchers maintain that affect provides value to a 
consumer’s experience (Babin, Darden, and Griffin 1994; 
Berry, Carbone, and Haeckel 2002; Holbrook and 
Hirschman 1982). Pleasure should increase consumers’ 
hedonic value through fun or entertainment and/or their 
utilitarian value by facilitating completion of product acqui- 
sition (Isen 1987). Positive arousal may manifest as excite- 
ment or adventure in the context of a Web site experience. 
Babin, Darden, and Griffin (1994) find that both pleasure 
and arousal are positively correlated with both hedonic and 
utilitarian values. However, these relationships have not 
been tested in an online environment. Thus, we predict the 
following: 


Hyg: Pleasure has a positive effect on (a) hedonic value and (b) 
utilitarian value. 


Ни: Arousal has a positive effect on (a) hedonic value and (b) 
utilitarian value. 


Web Site Patronage Intention 


A consumer’s online experience is a critical determinant of 
his or her shopping behavior (e.g., Childers et al. 2001; 
Wolfinbarger and Gilly 2001). Hoffman and Novak (1996) 
find that favorable experiences result in longer Web site stay 
times and more frequent online usage. Similarly, Mathwick, 
Malhotra, and Rigdon (2001) find that Internet-based expe- 
riential value perceptions are positively associated with 
retail patronage intentions. Shopping is composed of both 
hedonic and utilitarian values (Babin, Darden, and Griffin 
1994). Thus: 


Нә: Hedonic value has a positive effect on Web site patronage 
intentions. 


H3: Utilitarian value has a positive effect on Web site patron- 
age intentions. 


Method 


To test the conceptual model, we asked study respondents 
to browse experimental Web sites and then complete ques- 
tionnaires that contained items to measure the model's con- 
structs. We conducted one study to test the model shown in 
Figure 1 and a second study to examine the robustness of 
the results and to extend the model. 


Study 1: Testing the Proposed 


Model 


For Study 1, we tested the hypotheses in a laboratory 
experiment using a between-subjects design. We chose a 


service organization to evaluate the model in Study 1 
because consumers' experiences with service retailers tend 
to be comparatively more employee interactive than experi- 
ences with goods retailers. Thus, a service organization pro- 
vides a strong context in which to examine the proposed 
relationships. We manipulated Web site socialness as high 
or low by varying the number and type of humanlike social 
cues incorporated into the Web site. Measured variables 
included perceptions of Web site socialness, pleasure, 
arousal, flow, hedonic value, utilitarian value, and Web site 
patronage intentions. 

A recent study reported that more than 9596 of the 
college-age market uses the Internet, and more than 91% of 
that group makes online purchases (Lester, Forman, and 
Loyd 2005). Therefore, we deemed it to be appropriate to 
use a college student sample for Study 1. 

The results of a pretest revealed that travel was the most 
frequently purchased online service by the student group to 
be sampled, so we chose travel as the context for Study 1. 
To eliminate potential bias due to participants' prior experi- 
ences with a particular online travel company, we developed 
a fictitious company named “Caribbean Travel Net" (CTN). 
We designed CTN to provide travel information regarding 
accommodations, places to eat, and points of interest for 
two islands in the Caribbean. 


Web Site Socialness Perceptions 


Two CTN Web sites were created to vary the levels of Web 
site socialness as high or low (see Table 1). Both Web sites 
used the same framed-page design and were created for 
legibility and ease of navigation. Except for some additional 
language that was necessary to incorporate a social role in 
the high-socialness condition, the information provided in 
text form was identical on both Web sites. 

The high-social Web site contained a graphically repre- 
sented female character in the form of a tour guide to be 
consistent with the travel theme of the Web site. In keeping 
with the social response literature, this Web site was 
designed to include social role, human voice, interactivity, 
and language. The tour guide character was designed to 
exhibit appropriate employee-like attributes, such as a 
friendly attitude, a professional-looking appearance, cus- 
tomized assistance, and greetings. The character was not 
animated. Table 1 contains detailed descriptions of the four 
social cues. 

The low-social Web site contained language in the form 
of written text only. This treatment condition also contained 
a limited amount of interactivity because of the nature of 
navigation technology that customarily responds to con- 
sumers' requests for information. 

We conducted a second pretest with 72 student partici- 
pants to evaluate Web site socialness perception levels for 
the two Web sites. We used a five-item measure adapted 
from scales in the social response literature (McMillan and 
Hwang 2002; Nass, Fogg, and Moon 1996; Steuer and Nass 
1993) to measure perceptions of Web site socialness. The 
items were “helpful,” “intelligent,” “polite,” “informative,” 
and “interactive” (coefficient а; = .80). The results showed 
that pretest participants perceived the high-social Web site 
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TABLE 1 
Manipulation of Web Site Soclalness: Study 1 








Social Cues High-Social Web Site Low-Soclal Web Site 
Language Written text and spoken language Written text 
Soclal role Using voice, a female Interactive character identified herself as a tour No tour guide 
guide. She greeted participants in a pop-up window on the home 
page. She also said “good-bye” when participants logged off. 
Voice In addition to the use of voice to create social role, the female voice No volce Incorporated 
gave a brief summary of each Web page. 
Interactivity Interactive Web pages: Not included 


Before linking to the next page that participants selected from the home 


page, two Interactive Web pages intervened. 


*First page: The tour guide asked, "Have you ever been to the 


Caribbean?" 


«Second page: The tour gulde replled, "Thanks! That will help me 
provide you with the most appropriate travel information.” 


as significantly more social than the low-social Web site 
(Xtigh social = 5.84 > Xow social = 5.34, р = 027). 


Procedure and Sample 


We conducted Study 1 in a computer lab using a campus 
network. All the personal computers’ model numbers, 
monitor sizes, speeds of access, and volume levels were 
identical. All participants wore headphones to prevent the 
potential distraction of hearing the voice in the high-social 
condition on another participant’s computer. Participants 
were randomly assigned to either high- or low-social Web 
sites. They browsed the assigned Web site first and then 
answered a paper-and-pencil self-report questionnaire. 

A total of 337 undergraduate business students from a 
large Southwestern university participated in this study with 
an incentive of extra class credit. The sample consisted of 
49% women and 51% men, and 97% of the sample ranged 
from 18 to 35 years of age. Approximately 80% reported 
having had prior online shopping experience. 
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Measures 


We used self-report surveys to gather data for this study. 
Measures included perceptions of Web site socialness, plea- 
sure, arousal, flow, hedonic value, utilitarian value, and 
Web site patronage intention. All scale items used in this 
study appear in Table 2. 


Web site socialness perceptions. We adapted the items 
used to measure respondent perceptions of Web site social- 
ness from several previous social response studies (McMil- 
lan and Hwang 2002; Nass, Fogg, and Moon 1996; Steuer 
and Nass 1993). Using seven-point scales, respondents indi- 
cated how well the following adjectives described the Web 
site they had visited: “polite,” “helpful,” “intelligent,” “use- 
ful,” and “interactive.” 

Pleasure and arousal. We adapted Mehrabian and Rus- 
sell’s (1974) scales to measure affective responses to Web 
site socialness perceptions. We assessed pleasure and 
arousal using 4 items for pleasure and 5 items for arousal 


TABLE 2 


Confirmatory Factor Analysis 
ee as CREE 
Scale (a = Study 1/Study 2) Study 1 Study 2 
Soclalness Perceptions (a = .79/.94) 

Helpful .796 .897 
Intelligent .598 .887 
Polite .678 .822 
Informative .782 .922 
Interactive 512 .896 
Pleasure (a = .92/.94) 
Unhappy—happy .882 ‚852 
Annoyed-pleased .885 .943 
Not contented—contented .792 .939 
Despairing-hopeful .666 .903 
Arousal (а = .80/.86) 
Relaxed—stlmulated .886 .706 
Unaroused—aroused .700 .839 
Frenzied-sluggish -> .644 .653 
Calm—excited .569 .784 
Sleepy—wide awake .424 .753 


Flow (Second-Order Factor; с = .80/.92) 

Interest (о = .82/.82) 

Browsing on thls Web site bored те. (R) 

This Web site was fun for me to navigate. 

Browsing on thls Web site was interesting. .920 
‚СиповНу (a = .87/.96) 

Interacting with this Web site made me curious. 

Browsing on the Web site aroused my Imagination. 

Browsing on this Web site excited my curiosity. ‚833 918 
Attention (a = .57/.86) 

When navigating on this Web site: 

| was aware of distractions. (R) 

| was totally absorbed In what | was doing. 

| thought about other things. (В) .588 .831 
Control (о = .72/.97) 

| felt that | had no control over my Interaction with this Web site. (R) 

This Web site allowed me to control the computer Interaction. 


.875 


When navigating on this Web site, | felt in: control. 457 ‚827 
Hedonic Value (a = .88/.97) 

During the navigating process, | felt the excitement of the hunt. .854 .903 
While navigating on this Web site, | felt a sense of adventure. .831 .922 
| enjoyed being immersed in exciting new information on this Web slte. .839 918 
Compared to other things | could have done, the time spent shopping online at this Web 

site was truly enjoyable. .796 ‚935 
| enjoyed this online shopping trip for its own sake, not just for the services that | might need 

for a trip to the Caribbean. .598 .929 
This online shopping trip was not a very nice time out. (Н) .553 .924 


Utilltarlan Value (a = .84/.96) 
If | want to make reservations for а trip to the Caribbean, | could accomplish Just what | might 


need on this Web site. .770 .896 
Shopping from this Web site would make my life easler. .796 .856 
| think of this Web site as an expert In the services (products) it offers. .852 .815 
Shopping from this Web slte would fit with my schedule. .565 .883 
If | want to make reservations for a trip to the Caribbean, the information and services on this 

Web site would be what | would look for. .736 .896 
On this Web site, | couldn't get the information or services that | might need. (В) .430 .917 

Web Site Patronage Intentions (а = .91/.92) 
| would be willing to make reservations оп this Web site. ‚875 ‚864 
The likelihood that | would make reservations on this Web site is very high. .895 .899 
| would be willing to recommend this Web site to my friends. 843 .906 


Notes: Study 1: Х2474 = 950.2, р < .01; TLI = .91, ӘРІ = .85; СА = .93; and RMSEA = 05. Study 2: y2474 = 1062.9, p< .01; TLI = .91; GFI = .76; 
CFI = .92; and RMSEA = .08. R = reverse scored. 
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(we eliminated items from Mehrabian and Russell’s original 
12 items that had high correlated error terms); we used a 
seven-point semantic differential scale to assess these items. 


Flow. We designed the flow scale to reflect attention, 
interest, curiosity, and control, and we adapted it from mea- 
sures in the literature designed to measure flow states in 
human-computer interaction (Trevino and Webster 1992; 
Webster, Trevino, and Ryan 1993). This measure had 12 
items, each of which was assessed using seven-point Likert 
scales. Moreover, we measured flow immediately after 
respondents finished browsing the experimental Web sites. 
Flow represents a temporary subjective experience of 
human-computer interaction, and therefore it can be cap- 
tured most reliably when measured during or immediately 
after the interaction (Webster, Trevino, and Ryan 1993). 


Hedonic and utilitarian value perceptions. We adapted 
items from two validated hedonic and utilitarian scales in 
the literature (Babin, Darden, and Griffin 1994; Mathwick, 
Malhotra, and Rigdon 2001). The measure had six items for 
each construct and used a seven-point Likert scale. 


Web site patronage intention. The scale of patronage 
intentions is well established and has been frequently used 
in previous research (e.g., Baker et al. 2002). This measure 
uses seven-point Likert scales and includes three 1tems: (1) 
likelihood to shop, (2) willingness to buy, and (3) willing- 
ness to recommend to friends. 


Analysis and Results 


Web site socialness perceptions. We used an analysis 
of variance to test Hj. Compared with the Web site with 
only written text and limited interactivity, we expected the 
high-social Web site to induce a significant increment in 
consumers' perceptions of Web site socialness. The results 
confirmed H;; the degree of socialness associated with 
the high-social Web site (Mingh sociainess = 5.60) was signifi- 
cantly higher than that, of the low-social Web site 
(Му socialness = 2:27; Е = 11.68, р < .01). Gender, age, and 
prior online shopping experience did not significantly influ- 
ence these perceptions. 


In addition, the overall average ratings of the interactive 
character, her voice, and her pleasantness were above the 
scale midpoint (4.6, 4.4, and 4.7, respectively), indicating 
that participants perceived the social character favorably. 
Therefore, we ruled out the possibility of negative effects 
derived from the character on the high-social Web site. 


Confirmatory factor analysis. We employed structural 
equation modeling to model the relationships among the 
constructs and to test the remaining hypotheses. We first 
confirmed the factor structure and then tested the proposed 
model, thus providing evidence for convergent and dis- 
criminant validity (Anderson and Gerbing 1988). As 
Bagozzi and Heatherton (1994) suggest, when dealing with 
a large number of scales and items, large scales can be dis- 
aggregated into subscales, and the composites of the sub- 
scales can then be treated as indicators. Thus, in keeping 
with the previously described theory, we modeled the flow 
construct as a second-order factor reflective of the compos- 
ite subscale constructs of attention, interest, curiosity, and 
control. 

Given the large sample size (N — 333) and degrees of 
freedom (474), it is not surprising that we found a signifi- 
cant chi-square (72414 = 950.2, р = .00). Otherwise, the fit 
indexes indicate that the measurement model produces ade- 
quate fit to the data, as evidenced by the goodness-of-fit 
index (СЕТ) of .85, Tucker-Lewis index (TLI) of .91, com- 
parative fit index (CFI) of .93, and root mean square error 
of approximation (RMSEA) of .05. 


Structural model. We estimated the model by testing the 
effect of Web site socialness perceptions on pleasure, 
arousal, and flow using the level of socialness that respon- 
dents attributed to the Web sites rather than with the experi- 
mental manipulations. In keeping with cognitive mediation 
theory and prior research (Baker et al. 2002), this approach 
accounts for the individual respondent's perception of the 
socialness of the Web sites rather than merely the static 
manipulation of the low (0) versus high (1) socialness 
dichotomy. 

Table 3 contains the standardized coefficients and 
t-values for each hypothesized path, the fit indexes, and the 





TABLE 3 
Results of Structural Equatlon Models: Studies 1 and 2 

Hypothesls Proposed Model Paths Study 1 Study 2 

Hp Socialness — arousal .610 (9.64) .545 (8.26) 
Hs Socialness — pleasure .339 (4.58) .358 (5.37) 
H4 Socialness — flow .306 (5.19) .510 (8.26) 
Hs Arousal — flow .649 (10.15) .367 (5.86) 
На Arousal — pleasure .276 (2.92) .322 (5.02) 
Hz Flow — pleasure .337 (3.16) .256 (3.45) 
Нв Flow —› hedonic value 363 (4.31) .278 (4.54) 
Но Flow — utilltarlan value .294 (2.57) .226 (2.69) 
Нара Pleasure — hedonic value .194 (3.22) 419 (6.42) 
Hiob Pleasure — utilitarian value .311 (867) .473 (5.29) 
Hite Arousal — hedonic value .434 (5.34) .268 (4.38) 
Нађ Arousal — utilitarian value .215 (2.00) 002 ( .03) 
Hi2 Hedonic value — patronage intentions .506 (5.92) .448 (6.63) 
Hig Utilrtanan value — patronage Intentions 410 (4.70) .384 (5.74) 


Е eS L НЕЕН ЕЕ А АА 
Notes: Study 1 (№ = 333): 72499 = 1032.2, р < .01, GFI = .84; CFI = .92, ТИ = .91; and RMSEA = 06 Study 2 (М = 250): 12480 = 1303.1, р < 


.01, GFI = 76, CFI = 91; ТЫ = .90; апа RMSEA = .08. 
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squared multiple correlations for each endogenous variable. 
The structural model again produced adequate fit to the data 
(GFI = .84, TLI = .91, CFI = .93, and RMSEA = .06). 
Mode] estimates were consistent with each of the paths 
hypothesized in the proposed model (see Figure 1). All the 
hypothesized paths are supported (p < .05). 


Findings compared with Mehrabian and Russell’s 
model. The dominant affect model in the retailing and ser- 
vices literature is Meharabian and Russell’s (1974) model. 
Researchers using this model typically test a direct link 
between affect and behavior (e.g., Baker, Grewal, and Levy 
1992; Donovan and Rossiter 1982; Eroglu, Machleit, and 
Davis 2003). Because we measured the stimulus, organism, 
and response factors that define Meharabian and Russell’s 
model, we had the opportunity to explore the effects of 
pleasure and arousal on behavioral intentions when we 
included hedonic and utilitarian value in the model. 

We substituted the direct paths from pleasure and 
arousal to Web site patronage intentions in place of the 
paths of pleasure and arousal to hedonic and utilitarian 
value in Figure 1. The results showed that the substitution 
of these paths produced no significant effects between 
arousal and patronage intentions (—.036, t = – 428) or plea- 
sure and patronage intentions (.031, t = .633). Furthermore, 
the substitution of these paths substantially worsens model 
fit (Ay? = 35.00). Thus, the introduction of hedonic and 
utilitarian value into Meharabian and Russell’s (1974) tradi- 
tional model challenges the direct link between affect and 
patronage intention. The results indicate that after we 
accounted for the variance explained by functional and 
hedonic value on patronage intentions, pleasure and arousal 
produced no significant direct effects (only indirect effects 
through functional and hedonic value) on patronage inten- 
tions. The results do not rule out the influence of affect on 
patronage intention; rather, they provide a richer explana- 
tion about how pleasure, arousal, and hedonic and utilitar- 
ian value work together to drive consumers’ Web site 
patronage intentions. 


Study 2: Validating and Extending 


the Model 


The results of Study 1 provided initial evidence that intro- 
ducing social cues on Web sites can enhance consumer 
experience. In Study 2, we replicated the model in a field 
setting. In addition, we varied the industry, the social cues, 
and the sample. Because a travel site represents a hedonic 
service, we chose a utilitarian good for Study 2—namely, 
custom-made home window blinds. The guide was an ani- 
mated video of a real person rather than a graphically repre- 
sented character, and the study used a nonstudent adult 
sample. 

Kaltcheva and Weitz (2006) argue that it is important to 
investigate possible moderating factors in the relationship 
between arousal and pleasure. Therefore, we extended the 
model by investigating the effect of consumer involvement 
on the link between arousal and pleasure. Involvement is a 
person’s perceived relevance of an object based on his or 
her needs, values, and interests (Zaichowsky 1985). Several 
studies have found that higher involvement leads to height- 


ened arousal with the consumption experience (e.g., Mano 
and Oliver 1993; Wakefield and Blodgett 1994). Wakefield 
and Baker (1998) show that shopping involvement has a 
positive influence on customers’ excitement, which has ele- 
ments of arousal and pleasure. Thus, consumers who are 
more involved in the product category may experience a 
higher level of emotional response than those who are not 
involved. On the basis of the extant evidence, we hypothe- 
size the following: 


Ну’ Arousal leads to higher levels of pleasure for consumers 
who are more involved with the product category than for 
those who are less involved. 


Procedure and Sample 


As in Study 1, we compared a high-social Web site (using 
social cues) with a low-social Web site (text and limited 
interactivity only). In cooperation with a leading provider of 
online social actors in the industry, we tested the effects of a 
streaming video of a person on a Web site selling custom- 
made blinds for the home. Using Rovion’s In-Person tech- 
nology, a female guide is superimposed on the screen with a 
message provided to the visitor to explore the site, includ- 
ing some form of direct request for interaction (“Click on 
me to ...”). Table 4 provides details about the social 
manipulations. 

Subsequent pages also contained the guide providing 
more product or service information than the page the visi- 
tor selected. This technology was ideal for field experiment 
comparisons because the video of the guide was hosted by 
the provider and applied to the client’s Web site without any 
visible change to its contents, appearance, or functioning. 

We chose the window blind retailer among other clients 
in an attempt to control for confounding factors. For exam- 
ple, we were careful to select a site on which the guide was 
not promoting a price discount and one that did not already 
exhibit a high level of social cues. 

Participants were randomly recruited from a national 
online panel of 1.5 million consumers. They were screened 
according to whether they were homeowners; nonhome- 
owners were omitted from the sample because they would 
not typically be part of the target market for custom-made 
window blinds. From that point, participants were directed 
to the Web site and were instructed to spend a few minutes 
browsing the site and clicking through to view several sec- 
tions. They were also asked to make certain the sound for 
their computers was turned on. 

Adult participants were evenly split between men and 
women and distributed across age groups of 21-35 years 
(32.5%), 36—50 years (42%), and over 50 (26.5%). Nearly 
all participants had shopped online (99%), with 38.5% 
reporting online shopping at least once a week. Participants 
were predominantly Caucasian (80%). 

Over the course of the 48-hour data collection period, 
250 participants who were recruited for the study were 
exposed to the Web site. During this time, 20% of partici- 
pants were not exposed to the guide. A manipulation check 
substantiated that participants detected the guide. In addi- 
tion, click-through data from the provider of the guide indi- 
cated that few of the visitors to the site muted the sound or 
stopped the visual presentation including the guide. These 
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TABLE 4 
Manipulation of Web Site Socialness: Study 2 








Soclal Cues 
Language 


Social role 
speaking to the visitor. 


Volce In addition to the use of volce to create social role, the female volce gave a brlef 


summary of each Web page: 


High-Soclal Web Site 
Written text and spoken language 


A female Interactive character acting as a shopplng guide appears on-screen, 


Low-Social Web Site 
Written text 


No shopping guide 


No voice Incorporated 


•Нотераде: What's your style? Honey-combed shades or verticals? Roller 
shades or sheer? Well, click on me to see the most popular blinds In wood, 
fabric, wovens, and even, yes, woven woods, which just so happens to be my 
personal favorite. So, go ahead, select the product category that best fits your 


style. 


«Product overview. To view individual products, click on “view colors" in the gallery 
under the product description. To decorate your windows, simply click on the 
titled link. To compare all products In this category, select the “compare products" 


link at the bottom of the screen. 


Interactivity 


The character asks visitors to "click on her" to find out more about various products. 


Not Included 


The character provldes oral directions on how to use the varlous Web page links 


and shopping aids. 





results indicated that the majority of participants were 
exposed to all four social cues when visiting the experimen- 
tal Web site. 


Measures 


There was a slight rewording of several items that was nec- 
essary to accommodate the change from a travel service site 
to a custom-made window blinds site. Otherwise, all mea- 
surement items were the same as those used in Study 1. 


Results and Analysis 


Table 4 presents the differentiating factors between the 
high- and the low-social Web sites for Study 2. The analysis 
of variance results revealed that respondents who were 
exposed to the social cues perceived the site as significantly 
(Е = 4.96, р = .03) more social (Мы sociainess = 5.47) than 
those who viewed the identical site without the social cues 
(Miow socialness = 5.06), again in support of Hj. 

The results of the structural analysis testing the remain- 
ing hypotheses for Study 2 largely confirmed the results we 
found in Study 1 (see Tables 2, 3, and 5). The confirmatory 
factor analysis and the structural equation model fit is simi- 
lar to that of Study 1, with the CFI and TLI indicating 
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proper fit to the data. All hypothesized paths were signifi- 
cant and in the anticipated direction, with the exception of 
Н, уь (arousal — utilitarian value, .002, t = .003). 

Table 5 shows the direct, indirect, and total effects of 
the predictor variables on hedonic and utilitarian value and 
Web site patronage intentions. Web site socialness percep- 
tions across the two studies had strong positive total effects 
on hedonic value, utilitarian value, and Web site patronage 
intentions. These effects were due to the positive direct 
influences of Web site socialness perceptions on pleasure, 
arousal, and flow. In turn, pleasure, arousal, and flow 
directly influenced hedonic and utilitarian value percep- 
tions. The lack of support for the link between arousal and 
utilitarian value in Study 2 was puzzling and deserves fur- 
ther research. Finally, hedonic value and utilitarian value 
were significant contributors to Web site patronage 
intentions. 

Involvement. To assess the effects of involvement (Н14), 
we compared a model that constrained the paths to be equal 
between low- and high-involvement participants exposed to 
the social cues with a model that allowed the specified path 
(arousal — pleasure) to vary. As we expected, the difference 
between the two models was significant (Ay? = 4.90, р < 


TABLE 5. 
Indirect, Direct, and Total Effects of Predictor Variables on Experiential Value and Web Site Patronage 


Intentions 
a AEA 
A: Study 1: Travel 


Indirect Effects 

Predictor Hedonic  Utilitarian Hedonic 
Variables Value Value Patronage Value 
Socialness .656 .558 .561 
Arousal .331 .345 .617 .434 
Pleasure .225 .194 
Flow .065 .105 -380 .363 
Hedonic 

value 
Utilitarian 

value 


Direct Effects Total Effects 
Utilitarian Hedonic  Utilitarlan 
Value Patronage Value Value Patronage 

.656 .558 .561 

.215 .765 .562 .617 

311 194 311 225 
.294 428 .399 .380 

506 506 

410 410 


В: Study 2: Blinds 


Indirect Effects 

Predictor Hedonic 1ЯПНагїап Hedonic 
Variables Value Value Patronage Value 
Socialness .643 .500 .480 
Arousal .277 .280 .352 .268 
Pleasure .370 - 419 
Flow .107 .121 .306 .278 
Hedonic 

value 
Utilltarian 

value 


Direct Effects Total Effects 
Utilitarian Hedonic Utilitarian 
Value Patronage Value Value Patronage 

.643 .500 480 

‚002. 544 .282 .352 
473 . 419 473 .370 
.226 .385 .347 .306 
.448 .448 

.384 .384 





-05); arousal led to increased pleasure (.329; t = 4.09, р < 
.01) for those who were highly involved with the product 
category but not for those who were less involved (.029; t = 
.231, not significant). 


Demographics. Given that we conducted Study 2 using 
a national online sample that was more representative of 
different age, gender, and online shopping frequency groups 
than the Study 1 sample, we examined the possibility that 
individual differences influence responses to Web site 
socialness. We compared a series of constrained models 
holding all paths equal for age, gender, and online shopping 
frequency with separate unconstrained models, freeing each 
individual path one at a time. In general, the model and the 
significant paths remained constant between age and gender 
groups, and some notable differences emerged. The rela- 
tionships in the model were consistent for men and women 
for all paths, with one exception. Whereas arousal led to 
hedonic value for both, the effect was significantly stronger 
(Ax? = 5.70, p < .05) for women (.339; t = 4.75, р < .01) 
than for men (.196; t = 2.48, р < .01). 

The analysis produced similar results for young 
(21-35), middle-aged (36-50), and older (50+) online shop- 
pers, with three notable exceptions for the oldest segment. 
First, flow led to pleasure for the young (.399; t = 3.77, р < 
.01) and middle-aged (.342; t = 3.07) segments but not for 
the oldest segment (.076; t = .582, not significant; Ay2, = 
6.70, p < .05). Second, pleasure led to utilitarian value for 
all three age groups but was significantly weaker (АХ2. = 
7.00, р < .05) for the oldest segment (.356; t = 2.50, р < .01) 
than for the middle-aged (.613; t = 5.51, р < .01) and young 


(.601; t = 4.87, p < .01) segments. Third, utilitarian value 
led to patronage for all age groups but produced a signifi- 
cantly different (Ay?, = 6.80, р < .05) effect for the oldest 
segment (.356; t = 2.86, р < .01) versus the middle-aged 
(.551; р = 5.34, р < .01) and young (.477; t = 3.93, р < .01) 
segments. 

Finally, we examined possible moderating effects 
between frequent online shoppers (77% who shop online at 
least once a month) and infrequent online shoppers (23% 
who shop online less than once a month). The paths in the 
structural model were not significantly different between 
the two shopping groups, as Table 3 shows (Study 2). Com- 
pared with infrequent online shoppers, those who fre- 
quently shop online did not differ by age or gender. 


Discussion 


Our research makes an important contribution to the mar- 
keting literature by providing a rich explanation of how 
consumers emotionally process retail online social cues. 
The results of two studies provide strong, consistent evi- 
dence of the existence and influence of Web site socialness 
perceptions. 


Theoretical Implications 


A chief contribution of our research is that through its mar- 
keting application of social response theory, it provides 
empirical support for the effects of social cues in a retailing 
context. Previously, researchers have typically expressed 
doubt or held divided positions as to the existence of such 
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effects (Eroglu, Machleit, and Davis 2001). The current 
findings should encourage further consideration of social 
cues as the domain of online retailing theory continues to 
develop. 

We were able to show that some of the expected 
responses to customer-employee interactions found in 
bricks-and-mortar stores can be induced by using social 
cues on Web sites as well. Therefore, in addition to support- 
ing the notion of online social factors, this work provides a 
theoretical rationale for their means of influence on con- 
sumer experiences. The results show that social cues can 
facilitate the development of Web site socialness percep- 
tions that have an indirect, but critical influence on hedonic 
and utilitarian value perceptions and, ultimately, on Web 
site patronage intentions. Therefore, researchers investigat- 
ing the effects of retail organizations' Web sites should rec- 
ognize the potential importance of Web site socialness per- 
ceptions and the idea that social cues may have a positive 
impact on customer responses. 

Our work also has theoretical implications for extant 
research by providing additional support or extending its 
findings regarding several constructs. The results confirm 
previous research that shows that affect is as central to con- 
sumers' shopping experiences on the Internet (e.g., Eroglu, 
Machleit, and Davis 2003) as it is in bricks-and-mortar 
stores (e.g., Donovan and Rossiter 1982). Participants' 
responses to experimental Web sites in both studies were 
primarily driven by pleasure and arousal. It is important to 
include these constructs in further research on Web site 
marketing. 

Prior conceptual research has suggested that flow has a 
strong influence on consumer online experiences (e.g., 
Hoffman and Novak 1996), but with one exception 
(Senecal, Gharbi, and Nantel 2002), little empirical evi- 
dence has documented this relationship. Our studies con- 
firm that flow is indeed an important contributor to con- 
sumers' perceptions of hedonic and utilitarian value. The 
findings also provide empirical evidence that supports Csik- 
szentmihalyi's (1990) proposition that social factors are one 
source for the creation of flow. Finally, although early con- 
ceptual work suggested the relationship between affect and 
flow (Csikszentmihalyi 1990; Novak, Hoffman, and Yung 
2000), empirical evidence of this relationship was lacking. 
Our study confirms that pleasure and arousal are positively 
related to flow. 

Given that the findings revealed the critical roles of 
hedonic value and utilitarian value in predicting Web site 
patronage intentions, online marketing researchers should 
include these in their models. In addition, few, if any, acad- 
emic models of bricks-and-mortar retailing to date have 
explicitly included hedonic and utilitarian value. The strong 
positive effect of these shopping values on patronage inten- 
tions we found herein suggests that they also should be 
investigated in the context of traditional retailers. 

The research adds to the literature that is beginning to 
find support for the notion that factors such as motivational 
orientation (Kaltcheva and Weitz 2006) may moderate the 
relationship between arousal and pleasure. Study 2 showed 
that arousal led to higher levels of pleasure for participants 
who were more involved with the product category than for 
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those who were less involved. Thus, involvement should be 
considered for inclusion in models in which affect is an 
important component. 

Study 2 also found support for the moderating effects of 
individual differences. The path from arousal to hedonic 
value was stronger for women than for men. Previous 
research showed that emotional and social experiential con- 
cerns when shopping were more important to women than 
to men (Arnold and Reynolds 2003; Dittmar, Long, and 
Meek 2004); thus, the arousal due to social cues may pro- 
vide more fun and playfulness for women than for men. In 
addition, we found differences in several model paths for 
the oldest consumers in Study 2 compared with the young 
and middle-aged consumers. These results suggest that it is 
important to examine the effects of consumer demographics 
in Web site patronage models. 

Finally, the findings revealed that the stimulus — organ- 
ism response (Mehrabian and Russell 1974) model may 
be too simplistic in nature to describe retail patronage inten- 
tions fully. Future inquiry into the effects of retail stimuli 
should include hedonic and utilitarian value as two impor- 
tant contributors to customer experience. 


Managerial Implications 


Overall, business investment in technology is rapidly 
increasing, and firms are spending billions of dollars on 
digital and online marketing venues (Arnold 2004). Firms 
are attempting to design Web sites that will first attract and 
then retain customers. Our studies' empirical support for the 
effects of Web site socialness perceptions suggests several 
intriguing implications for enhancing customers' experi- 
ences with online retailers. 

The social interactions between customers and employ- 
ees are usually missing on retail Web sites. The findings 
show support for the role of social cues in creating cus- 
tomer perceptions of socialness. Online social cues pro- 
vided the perception of a human connection that enhanced 
customers' online experiences without actually needing to 
create a one-on-one interaction between the character and 
each participant. Given this, the four online social cues 
tested in these studies should be considered potentially 
powerful marketing tools in retail Web site design. 

Because we found hedonic and utilitarian value to be 
significant determinants of patronage intention in both stud- 
ies, online practitioners should devote resources to creating 
Web sites that provide the most compelling experience to 
their current and potential customers. Retail Web sites 
should be designed to include not only elements that help 
customers complete their tasks but also elements that offer 
fun or playfulness. 

The results suggest that retailers can contribute to con- 
sumers' online experiences by adding social cues that 
enhance their flow, pleasure, and arousal. The characters in 
our studies and their corresponding voices were designed or 
selected to avoid a negative reaction from consumers. 
Therefore, it is important for online firms to test specific 
social cues within the context of specific Web sites to 
ensure that customers are receiving these cues positively. 
For example, if a voice sounds more like a robot than a 
human voice, people may become annoyed, and any poten- 


tial positive effect of a Web site character or other social 
cues may be lost. Matching the personality of a voice to the 
commercial context (e.g., a teenager welcoming a customer 
to a bank’s Web site may not inspire confidence) and 
matching a voice to locale (e.g., using a regional accent) 
may be important issues for some online companies to 
explore (The Economist 2002). Similarly, practitioners need 
to develop and test other Web site elements that may 
contribute to positive customer experience, such as legi- 
bility or design. Retailers whose market includes older 
adults need to find ways to increase utilitarian value for 
their customers, which could involve strategies to enhance 
arousal and flow. 

The influence of social cues in our studies operated 
through affect. Emotional bonds between companies and 
customers are difficult to create and thus could provide a 
valuable competitive advantage if developed (Berry, Car- 
bone, and Haeckel 2002). The findings suggest that con- 
sumers’ Web site socialness perceptions could ultimately 
increase their emotional bonds (through pleasure and 
arousal) with an organization. We advise retail firms with a 
significant online presence to investigate whether social 
cues help customers develop stronger emotional bonds with 
them and, if so, which cues are most effective. Moreover, 
because pleasure and arousal are positively associated with 
flow, e-tailers can get extra marketing mileage out of 
increasing customers’ affective states. Given the enhanced 
responses of the more highly involved participants and the 
female participants in our research, it would seem that 
online retailers would benefit by finding ways to increase 
positive arousal through social cues and/or other Web site 
stimuli for these customer segments. 

The findings indicate that online retailers that can 
induce flow states 1n their customers may be able to create a 
competitive advantage. Web sites that grab customers’ 
attention, pique their curiosity and interest, and give them 
some control over the shopping process should increase 
patronage. Our studies used social cues to enhance flow, but 
other Web site elements, such as color, navigation cues, and 
pictures, are also potentially important. Further research 
should be conducted to investigate the elements and cues 
that would most likely increase flow states. However, when 
targeting primarily older customers, flow as a path to creat- 
ing pleasure may be of lesser importance. 

Finally, these studies are encouraging to Web technol- 
ogy companies that develop interactive technologies, such 
as social actors. The studies provide empirical support to 
help justify the investment on interactive Web technologies 
for improving consumers’ online experiences. 


Limitations and Further Research 


As do other experimental studies, our research has some 
limitations. The two studies empirically established that 
Web site socialness perceptions influence consumers’ plea- 
sure, arousal, flow, and experiential value (hedonic and 
utilitarian) in two different product contexts. We encourage 
researchers to question whether the effects of Web site 
socialness hold in other contexts. A better understanding of 
the most appropriate Web sites in which to induce social- 
ness perceptions would help retailers use online social cues 
wisely. 

This research examined the effects of social cues on 
only a few constructs of importance in the retail patronage 
decision. Therefore, future studies should investigate 
whether and how Web site socialness perceptions might 
influence other customer responses and evaluations that 
have been shown to be important in the marketing literature, 
such as quality of customer service, satisfaction, and overall 
value (e.g., Cronin, Brady, and Hult 2000). 

The two samples we used in our studies serve to 
increase the external validity and generalizability of the 
findings. However, the results cannot be generalized to all 
groups of online consumers, such as preteens and teenagers, 
who are heavy users of the Internet and who we did not 
include in either of our study samples. Thus, the customer 
segmentation issue provides a promising focus for further 
research. In addition, it would be worthwhile to test this, or 
similar models, in the context of business buyers. Some of 
the unique characteristics of the business buying process 
may result in different perceptions and responses to a ser- 
vice provider’s use of Web site social cues. 

Researchers should examine other moderators of the 
relationships we tested in our model, such as consumer 
search strategy. Previous studies have shown mixed results 
regarding whether flow would be more likely to occur dur- 
ing exploratory online search or goal-directed search 
(Novak, Hoffman, and Duhachek 2003; Novak, Hoffman, 
and Yung 2000). A better understanding of how search strat- 
egy influences the perceptions of hedonic and utilitarian 
value that form during the browsing process may help 
online marketers better meet individual customer needs 
while benefiting themselves from enhanced Web site 
patronage. 

Finally, atmospherics research suggests that other envi- 
ronmental elements, such as ambient or design cues (e.g., 
Baker 1987), can also increase users’ pleasure and arousal 
levels. Therefore, further research should investigate the 
effects of these other elements on affect, flow, and hedonic 
and utilitarian value in the context of retail Web sites. 
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Cents or Percent? The Effects of 
Promotion Framing on Price 
Expectations and Choice 


Previous research has shown that the monetary value of a promotion (promotion depth) affects choice during the 
promotion period. However, as promotion depth increases, consumers might lower their expectations of future 
price, which in turn may threaten future cholce when prices return to normal levels. This research examines how 
promotion frame (percentage off versus cents off) moderates the effect of promotion depth on postpromotion price 
expectations and choice. The findings indicate that compared with cents-off promotions, high-depth percentage-off 
promotions lead to higher postpromotion price expectations. Likewise, postpromotlon choice is higher when high- 
depth promotions are framed in percentage-off than cents-off terms. The authors examine the process underlying 
the effect of promotion frame on price expectations and find that frame affects (1) consumers' perceptions of the 
promoted price and (2) the weight they place on the promoted price. 


short run, the use of price-based promotions has 

risen steadily (Kahn and McAlister 1997; Mela, 
Gupta, and Lehman 1997). In addition to offering more pro- 
motions, manufacturers are deepening price discounts. 
Between 2001 and 2006, the average value of coupons 
increased by approximately 8% annually (Montaldo 2007). 
Moreover, the depth of the discount offered by manufactur- 
ers is often magnified by retailers that offer additional price 
incentives in an effort to maintain store loyalty. 

Increasing the depth of a promotion is attractive because 
choice is positively related to the face value of a promotion 
(e.g., Leone and Srinivasan 1996). However, discounts may 
come with a downside because promotions can reduce post- 
promotion choice. Price promotions may undermine future 
choice by lowering consumers' perceptions of brand quality 
(e.g., Dodson, Tybout, and Sternthal 1978), by training con- 
sumers to wait for promotions (e.g., Mela, Jedidi, and Bow- 
man 1998), or by lowering consumers' price expectations 
for the brand (e.g., Monroe 1971). Deep promotions can be 


А a result of their ability to stimulate sales in the 
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of particular concern. In a meta-analysis of the effects of 
promotion on postpromotion brand preference, DelVecchio, 
Henard, and Freling (2006) find that promotions in excess 
of 20% of the product’s value have a negative effect on 
postpromotion preference. Thus, managers must weigh the 
immediate benefits of deep promotions against their nega- 
tive effects on subsequent purchase decisions (e.g., Ander- 
son and Simester 2004; Greenleaf 1995). 

In developing price promotions, managers not only 
make decisions related to promotion depth but also decide 
how to frame the discount (Della Bitta, Monroe, and 
McGinnis 1981). Although there are many ways promotions 
can be framed, we focus on percentage-off and cents-off 
discounts. These discounts are commonly employed in 
practice (Yin and Dubinsky 2004) and studied in research 
(e.g., Chen, Monroe, and Lou 1998; Heath, Chatterjee, and 
France 1995). In the assessment of a promoted price, fram- 
ing may affect consumers’ estimates of the promotion’s 
value (e.g., Krishna et al. 2002) and, thus, current choice. In 
addition, to the extent that a promotion frame affects per- 
ceptions of the promotion value, it should also affect per- 
ceptions of the product’s price. Perceived prices are key 
determinants of expectations of future prices, which in turn 
influence brand choice on subsequent purchase occasions. 

That promotion frame may affect both current and 
future choice leads us to consider four specific questions: 


1. Can the promotion frame reduce the risk of consumers 
holding lower postpromotion price expectations, particu- 
larly following a deep promotion? 

2. Does promotion frame affect choice during the period of 
the promotion? 

3. If a particular promotion frame can uphold postpromotion 
price expectations following a deep promotion, will it also 
insulate choice share when price returns to prepromotion 
levels? 


Journal of Marketing 
Vol. 71 (July 2007), 158—170 


4. What is the information processing mechanism that under- 
hes frame effects on consumer expectations of future prices 
and, in turn, postpromotion choice? 


Taken together, the first three questions define an attractive 
promotion scenario for managers—that is, a promotion that 
elevates choice share during the promotion period but does 
not affect postpromotion price expectations, thus not jeop- 
ardizing share during postpromotion periods. 

Before we answer these questions, it is of value to posi- 
tion our work relative to recent research on promotions. 
Several recent studies decompose the positive effect of pro- 
motion on choice due to brand switching, category expan- 
sion, and stockpiling (e.g., Gupta 1988; Pauwels, Hanssens, 
and Siddarth 2002; Van Heerde, Gupta, and Wittink 2003). 
In contrast, we focus primarily on the effects of promotions 
on consumers’ forward-looking responses to promotions 
(e.g., Sun, Neslin, and Srinivasan 2003). Researchers have 
identified several mechanisms that may cause promotions to 
affect postpromotion choice of a brand (for a review, see 
Neslin 2002). Our focus is on the possibility that the 
reduced price associated with a discount lowers future price 
expectations, thus threatening choice of the brand when it is 
no longer discounted. Specifically, we believe that the 
greater difficulty associated with processing ‘а promotion 
that is framed in percentage-off rather than cents-off terms 
will attenuate a downward revision of price expectations, 
thus minimizing the negative effect of promotions on post- 
promotion brand choice. Applying a processing difficulty 
explanation to postpromotion price expectations is consis- 
tent with literature on the effects of promotion on other out- 
comes. For example, Krishna (1991) finds that more com- 
plex patterns of deal timing (e.g., irregularly timed 
discounts) are associated with less accurate perceptions of 
dealing frequency. Similarly, Alba and colleagues (1999) 
report that for the same average discount, more complex 
patterns of discount values (e.g., rotating between several 
discounted prices rather than repeating one discounted 
price) lead to less accurate perceptions of the discounted 
price. We begin to build on this research with a study (Study 
1) that examines how promotion frame moderates the effect 
of depth on (1) future price expectations for the brand and 
(2) choice during the period when the product is promoted 
(Research Questions 1 and 2). 


Study 1: Does Frame Affect 
Expected Future Price and Current 
Choice? 


Promotion Depth Effects on Expected Future 
Price 


Anchoring and adjustment theory has been widely used to 
explain how consumers update their price expectations 
(e.g., Klein and Oglethorpe 1987; Yadav and Seiders 1998) 
and is implicit in marketing models that estimate expected 
prices as weighted averages of previously observed prices 
(e.g., Lattin and Bucklin 1989; Mazumdar, Raj, and Sinha 
2005; Winer 1986). In equation form, the anchoring and 
adjustment process of expected price revision when con- 


sumers are exposed to a price promotion can be expressed 
as follows: 


(1) RPEy + | = «РР, + (1 – ОРЕ, , 
where 


RPE, + 1 = consumer i’s revised price expectation for brand j 
at future shopping trip at time t+ 1, 

РР = the promoted price for brand j at time t as per- 
ceived by consumer i, 

PE, = consumer i’s price expectation for brand j when 
entering the market at time t (before observing 
brand j’s time t price), and 

о, = the weight placed on the perceived price. 


Prior research has assumed that estimates of the pro- 
moted price are accurate (i.e., the perceived price for a pro- 
moted product equals the actual promoted price) and that 
both the prior price expectation and the promoted price are 
weighted between zero and one. Consumers should recog- 
nize that deeper promotions result in lower prices (i.e., PP, 
is lower in response to a large promotion than a smaller 
one). It follows from the anchoring and adjustment process 
that a Jower perceived price is associated with lower post- 
promotion price expectations. Therefore, as prior work has 
demonstrated (Alba et al. 1999; Diamond and Campbell 
1989), larger discounts should produce lower future price 
expectations. Thus, our first hypothesis replicates prior 
work, and the logic underlying it provides the foundation 
for subsequent predictions: 


H,: As promotion depth increases, consumers’ future price 
expectations decrease. 


Frame Effects on Expected Postpromotion Price 


Main effect of promotion frame. Because the price 
expectation for time t (РЕ) is formed in response to prices 
observed before time t, the focal promotion will not affect 
PE. Thus, promotional frames affect price expectations to 
the extent that they influence consumers’ perceptions of the 
discounted price (PP,;,) and/or the weight (0) placed on the 
perceived promoted price when updating expectations. Pro- 
motional framing can affect РР, and œ by influencing how 
consumers process discount information in three ways. 
First, promotion frame may affect whether consumers cal- 
culate the revised price. It appears that some, but not all, 
consumers calculate the revised price stemming from a pro- 
motion. Consumers may store discount values as a general 
analog value, such as “big” (e.g., Olson 1978; Viswanathan 
and Ст дегз' 1996), rather than integrate the discount into 
the base price. However, Viswanathan and Childers (1996, 
p. 375) note that “exact encoding does occur for numeric 
information even in choice or judgment tasks” (see also 
Vanhuele, Laurent, and Dréze 2006). Moreover, consumers 
seem to simply ignore price modifiers in some situations. In 
a context analogous to the one we consider, Morwitz, 
Greenleaf, and Johnson (1998) report that 23% of their par- 
ticipants did not attempt to integrate a base price with a sur- 
charge expressed in either dollar or percentage terms. This 
finding implies that 77% of the participants calculated or 
estimated the total price. Framing is likely to affect the like- 
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lihood of a discount being transformed into a revised price 
rather than simply being encoded in general terms or 
ignored altogether. When consumers are exposed to a pro- 
motion, the likelihood that they will compute the new price 
is expected to be a function of the ease of calculating the 
price. Calculating the new price resulting from a cents-off 
promotion requires a consumer to read the regular price, 
read the discount, and subtract the discount from the regular 
price. Subtraction is a relatively easy task that results in a 
high level of accuracy (Rhymer et al. 2002). Given compu- 
tational ease, consumers are likely to calculate the price 
associated with a cents-off discount and should be accurate 
in their calculations. 

Relative to a cents-off discount, a percentage-off dis- 
count requires an additional processing step; the percentage 
must be multiplied by the base price to find the value of the 
discount. Beyond requiring an additional step, the process 
required (multiplication) is relatively difficult, which makes 
percentage-off discounts harder to calculate than cents-off 
discounts (e.g., Estelami 1999, 2003). Such difficulty 
should make consumers less likely to compute the revised 
price. In turn, consumers may be uncertain of the resulting 
price because they do not engage in the mental arithmetic 
needed to transform percentage-off frames into a price met- 
ric (see, e.g., Chen, Monroe, and Lou 1998; Heath, Chatter- 
jee, and France 1995; Yin and Dubinsky 2004). 

Second, even if the revised price is calculated, the 
greater difficulty of evaluating a percentage-off promotion 
may result in lower confidence in the calculated price. In 
the face of such uncertainty, existing beliefs dominate 
evaluations (Deighton 1984; Pham and Muthukrishnan 
2002). Thus, when promotions are framed in terms of per- 
centages off, both failing to calculate the revised price and 
lower confidence in the accuracy of the calculation should 
result in less weight being placed on the lower perceived 
price (i.e., & is lower) resulting from the promotion. 

Third, when consumers attempt to calculate revised 
prices, discount frames may affect the accuracy of their 
computations. A systematic bias for a given frame would 
lead to higher or lower perceptions of the promoted price 
and, in turn, higher or lower future price expectations. 
Extant research indicates that percentage-off frames tend to 
result in percentage-off promotions being systematically 
undervalued. A common finding in anchoring and adjust- 
ment research is that the anchor is insufficiently adjusted in 
the face of new information (e.g., Jacowitz and Kahneman 
1995; Tversky and Kahneman 1974). Consistent with this, 
Morwitz, Greenleaf, and Johnson (1998), who employ an 
anchoring and adjustment perspective to the integration of 
base prices and surcharges, find that consumers recall lower 
prices (i.e., they undervalue the surcharge) when the sur- 
charge is expressed in percentage terms rather than in dollar 
terms (for corroborating evidence, see Lee and Han 2002). 
In the context of future price expectations, this suggests that 
the perceived promoted price (РР) will be higher for a 
promotion framed in percentage-off terms than one framed 
in cents-off terms. 

The foregoing discussion indicates that a percentage-off 
promotion is associated with perceptions of a higher pro- 
moted price on which consumers place less weight when 
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updating their price expectations than is the case for a 

cents-off promotion. These two elements suggest the 
following: 

Но: Expected future prices are higher when price promotions 

are framed in percentage-off terms than in cents-off terms. 


Frame x promotion depth interaction. Thus far, our 
logic implies that a cents-off frame leads to lower future 
price expectations than an equivalent percentage-off dis- 
count. However, when promotion depth is low, the differ- 
ence between the base and the promoted price is small, and 
the potential difference between an accurate price estimate 
(.e., as is expected with a cents-off promotion) and ап 
insufficiently adjusted estimate (i.e., as is expected with a 
percentage-off promotion) is modest. In addition to this 
floor effect, for a small discount, the integration of a pro- 
moted price into price expectations simply may not be 
worth the mental effort. As a result, when promotion depth 
is low, the updating of future price expectations is less 
likely to occur, thus eliminating any frame-based differ- 
ences in price expectations that would otherwise arise. This 
discussion leads to the prediction that consumers' future 
price expectations will differ across promotional frames in 
the case of high-depth, but not low-depth, promotions. 


Нз: For a high-depth promotion, future price expectations аге 
lower for a cents-off frame than for a percentage-off 
frame. For a low-depth promotion, future price expecta- 
tions do not differ across frames. 


е 


Choice at the Time of the Promotion 


If framing a promotion in percentage-off terms can help 
uphold future price expectations (Research Question 1), as 
we propose in H, and Нз, the next concern is whether it can 
also lead to more (or at least not less) choice at the time of 
the promotion (Research Question 2). Promotion depth is 
known to increase choice of the promoted brand (Leone and 
Srinivasan 1996). Thus, our focus is on the effect of frame, 
both directly and in unison with promotion depth, on choice 
during the promotion period. In terms of the main effect of 
promotion frame on current period choice, we find two 
competing lines of reasoning. On the one hand, when con- 
sumers are asked to provide their general sense (1.е., with- 
out engaging in any calculations) of whether a promotion is 
large or small, they tend to perceive percentage-off promo- 
tions as larger than equivalent cents-off promotions (for 
meta-analytic evidence, see Krishna et al. 2002). Thus, 
when consumers do not calculate the value of a promotion, 
percentage-off promotions should lead to greater choice. On 
the other hand, when consumers are motivated to calculate 
its value, the difficulty of estimating the value of a 
percentage-off promotion should result in uncertainty 
regarding the resulting price. People tend to prefer highly 
certain outcomes to ones that provide the same benefits (on 
average) but are not precisely known (Camerer and Weber 
1992; Winkler 1991). Thus, consumers should choose a 
cents-off promotion more than a percentage-off promotion 
when they are motivated to calculate the promotion's value. 
These counteracting effects may explain the failure of 
extant research to find a frame effect on choice (Gendall, 


Hoek, and Pope 2005) or choice intentions (Chen, Monroe, 
and Lou 1998). However, by considering the motivating 
role of promotion depth, a frame effect may emerge. 

As we noted previously, on initial exposure, consumers 
may feel more favorable toward a promotion framed in 
percentage-off terms. When consumers are motivated to go 
beyond such “casual” processing and try to estimate the 
value of promotions framed in percentage-off terms, they 
tend to systematically undervalue the promotion (e.g., Mor- 
witz, Greenleaf, and Johnson 1998). Promotion depth is 
expected to affect a consumer’s motivation to estimate the 
dollar value of a percentage-off promotion. For deep dis- 
counts, we expect that consumers are more likely to attempt 
to calculate the revised price. In turn, choice should be 
greater for promotions framed in terms of cents off than for 
those framed as a percentage off because consumers are 
more certain of the revised price and less likely to under- 
value the promotion. In contrast, smaller discounts may not 
motivate consumers to calculate the dollar value of the pro- 
motion. If consumers do not attempt to calculate the value 
of the promotion, we expect that their tendency to view 
percentage-off promotions as being perceptually larger than 
cents-off promotions will prevail. Thus, we expect that the 
role of frame on choice differs depending on promotion 
depth. Stated formally, 


H4: For deep promotions, choice during the promotion period 
is greater for cents-off promotions. For low-depth promo- 
tions, choice 1s greater for percentage-off promotions. 


Methodology 


General procedure. We tested the effects of promotion 
depth and frame using an experiment in which participants 
viewed experimental stimuli on a computer monitor and 
completed a set of measures in a response booklet. The 
experimental design was a 2 (promotion depth: high versus 
low) x 2 (promotion frame: percentage off versus cents off) 
between-subjects factorial. The stimuli consisted of simu- 
lated store shelves containing hypothetical brands of sham- 
poo. We focus on frequently purchased nondurables 
because the cognizant tracking of prices to form price 
expectations is most likely to occur when consumers know 
that they will (re)purchase the good in the near future 
(Mazumdar, Raj, and Sinha 2005). 

We used a five-step procedure in Study 1. First, partici- 
pants viewed six shampoo brands on a computer monitor. 
Period 1 established a baseline price expectation for the 
focal brand (Evo), and thus this brand was not promoted. 
Two nonfocal brands were promoted at a depth of 2496 in 
Period 1. Second, while viewing the simulated shelf, par- 
ticipants indicated the brand that they would choose in their 
response booklet. Third, participants advanced to a new 
computer screen that informed them that it is “a couple 
weeks later" and they are returning to the store. Fourth, par- 
ticipants advanced to a computer screen that displayed a 
revised shelf that included the promotion depth manipula- 
„tion for the focal brand. The focal brand promotion 
occurred in Period 2 along with a moderate depth promo- 
tion for a nonfocal brand. Fifth, while viewing the revised 
shelf, participants indicated their brand choice and the price 


they would expect for each brand the next time they 
shopped. 


Manipulations. We manipulated discount frame to be 
either percentage-off or cents-off with simulated shelf tags. 
Consistent with prior research (e.g., Kalwani and Yim 
1992), we manipulated depth with shelf tags that indicated 
discounts of 13% ($.45 in the cents-off frame) or 43% 
($1.51). These discount values, along with a base price of 
$3.49, kept the focal brand's price from being an extreme 
because it was the third most expensive regular price and 
the second least expensive price when offering a deep pro- 
motion. Furthermore, the deep discount is not so high that 
purchase intentions may fall because of the “discounting of 
discounts” (Gupta and Cooper 1992). Figure 1 displays the 
stimuli for the high-depth percentage-off condition. 


Measures. The primary dependent variables in Study 1 
are choice share for the focal brand when promoted in 
Period 2 and participants’ price expectations for the brand 
after exposure to the promotion. In line with previous stud- 
ies (e.g., Jacobson and Obermiller 1990; Janiszewski and 
Lichtenstein 1999; Puto 1987), the specific wording of the 
expected price measure was as follows: "Please indicate the 
price that you would expect to pay for each of the following 
brands the next time you shop (in this simulated store)" To 
enable us to assess our logic that frame would affect the rate 
of calculation of the promoted price, participants concluded 
by indicating whether they calculated the new (promoted) 
price of the focal brand. 


Results 


One hundred ninety-six students at a large Midwestern uni- 
versity participated in Study 1. We converted price expecta- 
tions for the focal brand from absolute dollar values to a 
percentage of the reguler price for the focal brand. The 
results are invariant to the change from a dollar to the per- 
centage metric. 


Postpromotion price expectations. We tested the effects 
of depth and frame on price expectations with an analysis of 
covariance (ANCOVA); choices of the focal brand (yes/no) 
in Periods 1 and 2 were the covariates.! As Table 1 shows, 
consistent with Ну, price expectations are lower following a 
high-depth promotion (.888, or 88.8%, of the regular price) 
than following a low-depth promotion (.967; Е; 195 = 11.68, 
р < .001). In support of Н», price expectations are also 
lower in the cents-off frame condition (.902) than in the 
percentage-off condition (.954; Ру, 195 = 5.93, p < .01). Con- 
sistent with H3, a significant depth x frame interaction 





IConsumers who choose the focal brand may be more moti- 
vated to process price information and, in turn, to update price 
expectations, thus mitigating frame effects. We assessed two mod- 
els that employed choice of the focal brand as model factors 
before including choice as a covariate. The first model tested the 
effect of choice of the focal brand in Period 1 (when not pro- 
moted) on postpromotion price expectations, and the second tested 
the effect of choice when promoted in Period 2. In neither model 
did choice have a significant main effect, nor was there a signifi- 
cant interaction between choice and promotion depth and/or 
frame. 
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FIGURE 1 
Stimuli for the High-Depth Percentage-Off Condition of Study 1 
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$2.62 
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emerges (Е; 195 = 4.16, р < .05). As we expected, price 
expectations do not differ across the cents-off (.961) and 
percentage-off (.972) conditions when promotion depth is 
low (t = .63, p > .25). When promotion depth is high, price 
expectations are significantly lower when the promotion is 
framed as cents off (.844) than as a percentage off (.934; ( = 
2.44, p « .05). 

We expected that differences in postpromotion price 
expectations across frames would arise because of differ- 
ences in the rate of calculation across promotion frames 
Consistent with our logic, 51.096 of participants exposed to 
the cents-off promotion reported that they calculated a 
revised price, whereas only 30.696 in the percentage-off 
condition calculated a revised price (¥2(1) = 8.31, p < .01). 
Furthermore, calculation of the promoted price was associ- 
ated with lower price expectations. Mean price expectations 
were 89.3% of the regular price when the promoted price 
was calculated and 95.696 of the regular price when it was 
not calculated (Е), 195 = 7.10, p < .01). Controlling for cal- 
culation of the promoted price with an ANCOVA reduces 
(from Е; 195 = 5.93, р < .01) the effect of promotion frame 
(Е; 195 = 3.32, р = .07). Thus, price expectations are lower 
following a cents-off promotion, at least in part because 
consumers are more likely to calculate the promoted price. 
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Promoted period choice. We assessed the effects of 
depth and frame on the rate of choice at the time of the pro- 
motion with logit analysis for differences between group 
proportions (SAS CATMOD). As Table 1 shows, a main 
effect of promotion depth emerges in which choice is 
greater for a deep promotion (57.396 share) than for a shal- 
low promotion (32.0% share; ¥2(1) = 23.76, p < .001). Nei- 
ther the main effect of frame (721) = .56, p > .20) nor the 
depth x frame interaction (%2(1) = .95, p > .15) is signifi- 
cant. Thus, H4 1s not supported. 

As with price expectations, we expected choice to vary 
across depth and frame conditions because of a greater rate 
of calculation of the revised price in the high-depth condi- 
tion. Consistent with this logic, a calculation (yes/no) x 
frame interaction effect on choice emerges (interaction 
Х2(1) = 5.20, p < .05) in which choice is higher for a cents- 
off promotion among participants who reported that they 
calculated the revised price (54.096 choice versus 43.396 
choice) and for a percentage-off promotion among those 
that did not calculate the price (44.196 versus 35.496). How- 
ever, choice did not vary across depth and frame conditions, 
because the rate of calculation did not depend on promotion 
depth, as we had expected (%2(1) = .07, p > .35). 


TABLE 1 
Postpromotion Price Expectations and Choice When Promoted in Study 1 


A: Mean (Standard Deviation) Postpromotion Future Price Expectations In Study 1 


Low Depth 
Percentage-off frame .9728 (.077) 
Cents-off frame .961 (.104) 
Depth total .967 (.091) 


B: Focal Brand Choice When Promoted in Study 1 


Low Depth 
Percentage-off frame 16/51 (31.3%) 
Cents-off frame 16/49 (32.6%) 
Depth total 32/100 (32.0%) 


аРпсе expectation relative to the base price of the focal brand ($3.49). 


The results of Study 1 speak to Research Questions 1 
and 2 and suggest that promotion framing can be used to 
minimize the negative effects of promotions. For high-depth 
promotions, a cents-off frame leads to lower postpromotion 
price expectations, apparently by allowing consumers to 
calculate a revised price more easily. In contrast, 
percentage-off promotions both signal value (and thus draw 
as much choice share as cents-off promotions) and lead to 
less downward revision of price expectations. The lack of a 
significant frame effect on choice during the promotion 
period implies that using a percentage-off frame does not 
weaken the short-term benefits when the brand is promoted. 


Study 2: Does Frame Affect 
Postpromotion Choice? 


Ultimately, price expectations are important to the extent 
that they influence choice. Therefore, Study 2 tests whether 
promotional frame affects choice after the promotion is 
revoked (Research Question 3). Price expectations have 
been shown to affect choice such that a price that is higher 
(lower) than the expected price decreases (increases) the 
likelihood of brand choice (e.g., Papatla and Krishnamurthi 
1996; Winer 1986). In Study 1, a cents-off (versus 
percentage-off) frame was associated with lower price 
expectations for the high-depth promotion. When the pro- 
motion ends and price returns to its original level, con- 
sumers likely face a price that is higher than their expecta- 
tions. The discrepancy between the actual and the expected 
prices should be greater in the cents-off frame condition 
than in the percentage-off condition, thus leading to lower 
postpromotion choice. Because price expectations do not 
differ across frame conditions for the low-depth promotion, 
postpromotion choices should be equivalent across frames. 
Thus, the effect of frame on future choice should mirror that 
of its effect on price expectations. 


Hs: When promotion depth is high, a cents-off frame leads to 
lower postpromotion choice. When promotion depth is 
low, postpromotion choice does not differ by promotion 
frame. 


High Depth Frame Total 
.934 (.155) .954 (.122) 
.844 (.205) .902 (.172) 
.888 (.187) 
High Depth Frame Total 
27/47 (57.4%) 43/98 (43.8%) 
28/49 (57.1%) 44/98 (44.9%) 
55/98 (56.1%) 
Methodology 


Study 2 employs a 2 (depth) x 2 (frame) between-subjects 
factorial design that follows Study 1 with a few exceptions. 
The most notable change is that Study 2 adds a third choice 
period in which the focal brand is no longer discounted. 
This additional choice period provides the dependent 
variable of interest —namely, the rate of choice of the focal 
brand after the promotion has been rescinded. To avoid 
results arising from characteristics of a particular focal 
brand, the focal brand in Study 2 is Lustre. The focal brand 
is again priced at $3.49 (Evo, the focal brand in Study 1, 
assumes Lustre’s Study 1 price of $3.19). To avoid demand 
artifacts, we did not measure price expectations before 
Period 3 choice. 


Results 


Two hundred thirty-nine undergraduate students at a large 
Midwestern university participated in Study 2. We tested 
the effects of promotion depth and frame with logit log- 
linear analysis (SAS CATMOD) for differences in the post- 
promotion choice share for the focal brand. To control for 
any differences in baseline choice shares in Period 1 (when 
the focal brand was not promoted), we included choice of 
the focal brand in Period 1 (yes/no) as a covariate. 

Consistent with Hs, postpromotion (i.e., when price 
returns to its normal level) choice share following the high- 
depth percentage-off promotion (44.6%) is greater than that 
following the high-depth cents-off promotion (25.0%; Z = 
2.11, p < .05). Choice share in the period following the low- 
depth cents-off (32.8%) and percentage-off (34.9%) promo- 
tions does not differ (Z = .25, not significant). Overall, Н; is 
supported at р = .06 (depth x frame interaction: Y2(1) = 
3.53).2 


2As an alternative to a price expectations explanation, lower 
postpromotion choice may arise as a price-signaling effect, in 
which lower perceived prices following a high-depth cents-off 
promotion than following a high-depth percentage-off promotion 
are used to infer lower quality (Rao and Monroe 1989; Scitovszky 
1945). We undertook two steps to rule out this explanation. First, 
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In Study 1, a percentage-off (versus cents-off) frame in 
the high-depth condition Jed to higher price expectations. In 
turn, as Study 2 demonstrates, the percentage-off frame 
results in higher choice share for the brand after the promo- 
tion is removed. Thus, as an answer to Research Questions 
1-3, managers can use percentage-off frames to insulate 
their brand against lower price expectations and lower sub- 
sequent period choice stemming from a deep promotion 
without undermining choice during the promotion period. 
Study 3 addresses Research Question 4 by more directly 
testing the process by which promotional frame affects per- 
ceptions of the promoted price and the weight placed on the 
perceived price. 


Study 3: How Does Frame Affect 
Price Expectations? 


Recall that the process of updating price expectations can 
be described with Equation 1. The price expectation for 
time t (РЕ, 1) is formed in response to prices observed 
before time t. Therefore, lower price expectations may arise 
because of the effect of promotion frame on the perceived 
promoted price (РР), the weight placed on the perceived 
price (0), or both. Specifically, the perceived promoted 
price could be higher and the weight placed on the per- 
ceived price could be lower for a high-depth percentage-off 
promotion. Study 3 tests these potential drivers of the 
effects of promotion frame on price expectations. 


Methodology 


To estimate the weights placed on existing price expecta- 
tions (РЕ, ) and the perceived promoted price (РР) when 
consumers update their price expectations, we constrain the 
weights placed on РЕ and PP; to be nonnegative (i.e., 
lower existing price expectations and/or lower perceived 


Study 2 participants concluded by indicating their perceptions of 
focal brand quality on a four-item scale (e.g., “low quality/high 
quality,” “bad/good”; а, = 84). Perceptions of the focal brand’s 
quality have a direct effect on choice (x2(1) = 18.97, р < .001), but 
controlling for quality perceptions does not attenuate the effect of 
promotion frame (%2(1) = 5.81, р < .05) or the interaction of frame 
and depth (21) = 3.52, р = .06) on postpromotion brand choice. 
Second, we collected additional data for the two high-depth condi- 
tions of Study 2 Specifically, we had undergraduate students (n = 
57) engage in the same choice task and quality evaluation as in 
Study 2. We then had them indicate (with open-ended responses) 
the factors that led to their evaluation of the focal brand’s quality. 
A total of 13 of 29 (45%) respondents 1n the cents-off condition 
mentioned the discount as a criterion on which they based their 
evaluation of quality, whereas 13 of 28 (46%) respondents men- 
tioned the discount in the percentage-off condition (Z = .08, p > 
.45). Furthermore, although using the discount as a basis for eval- 
uating brand quality led to quality ratings that approached being 
significantly lower (perceived quality = 6.21/9.0 for those who 
mentioned the discount, and 6.73 for those who did not; F = 2.36, 
p < 15 [two-tailed]), it did not interact with promotional frame to 
affect quality perceptions (discount x frame interaction: F = .001). 
Thus, although promotions may lead to lower evaluations of a 
brand’s quality, they do not appear to affect evaluations of quality 
differentially on the basis of their frame. 
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promoted prices do not lead to higher future price expecta- 
tions). Given this constraint, estimating the weight (0) that 
each participant places on the promoted price and on the 
existing price expectation (1 — 0) is contingent on defining 
their prepromotion price expectation (PE), the perceived 
promoted price (PP), and their postpromotion price expec- 
tations (RPE;jt + 1). 

Consistent with prior research (e.g., Chang, Siddarth, 
and Weinberg 1999; Mayhew and Winer 1992), we esti- 
mated each participant’s existing price expectation (РЕ) as 
the focal brand price ($2.68) in the first shopping period. 
This assumes that the regular price (the only price to which 
participants had been exposed) is adopted as the expected 
price. This assumption is supported by price expectations 
for the nonpromoted brands in Study 1 being within 1% of 
regular prices (price expectations were .994, or .6%, under 
the regular price). Because we define the prepromotion 
price expectation as the regular price, estimating the weight 
that each participant places on his or her existing price 
expectation and on the price he or she perceives when the 
brand is promoted calls for defining his or her perception of 
the promoted price (РР) and the resulting (postpromotion) 
price expectation (RPE; + 1). Study 3 is designed to mea- 
sure these values directly. ; 

Study 3 mirrors Study 1 except for three notable differ- 
ences. First, we chose a different product category. We 
selected spaghetti sauce because it offers a different set of 
benefits from the previously employed focal category 
(shampoo). Second, to avoid our results being limited to 
“odd” or highly complex discount values, the focal brand in 
Study 3 (Prima) employs promotion values of 1596 and 
40% rather than 13% and 43%. Third, in addition to collect- 
ing price expectations after the promotion (КРЕ + 1), we 
also directly measure perceptions of the promoted price 
(РР). After indicating their postpromotion price expecta- 
tion (ВРЕ + 1) as in Study 1, participants advanced to a 
screen that displayed the focal brand along with its promo- 
tion, and they were given five seconds to indicate their per- 
ceptions of the revised price (PP,j,). We imposed the five- 
second time limit to (1) prevent participants who had not 
undertaken thoughtful efforts to estimate the revised price 
during the choice period from doing so post hoc while (2) 
allowing recall of the revised price from memory for those 
who calculated it during the choice task. Figure 2 displays 
the stimuli for the low-depth cents-off condition. 


Results 


One hundred twenty-three undergraduate students from a 
large Midwestern university participated in Study 3. For the 
results of Study 3 to be pertinent to the interpretation of 
Studies 1 and 2, the depth x frame interaction effect on 
рпсе expectations observed in Study 1 must emerge again. 
Therefore, we first assessed postpromotion price expecta- 
tions with an ANCOVA; choices of the focal brand (yes/no) 
in Periods 1 and 2 were the covariates. As Table 2 shows, a 
depth x frame interaction (Еј, 122 = 3.25, р = .07) emerges 
that is the result of lower price expectations following the 
high-depth cents-off promotion (.773, or 77.3%, of the base 
price of $2.68) than following the high-depth percentage- 


FIGURE 2 
Stimull for the Low-Depth Cents-Off Condition of Study 3 
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TABLE 2 
Mean (Standard Deviation) Postpromotlon Price Expectatlons In Study 3 
Low Depth High Depth Frame Total 
Percentage-off frame .9278 (.081) 880 (.171) .904 (.135) 
n = 31 n=31 
Cents-off frame .909 (.075) 773 (.192) .878 (.145) 
п = 35 п = 26 
Depth total .918 (.078) 831 (.187) 


aPrice expectation relative to the base price of the focal brand ($2 68) 


off promotion (.880; t = 2.22, p « .05). Price expectations 
do not differ across the cents-off (.909) and percentage-off 
(.927) frames when promotion depth is low (t = .94, p > 
.35). Thus, Study 3 replicates the effects of frame on price 
expectations that we observe in Study 1. 


Perceptions of the promoted price. Next, we consider 
the effect of promotion depth and frame on our (direct) 
measure of the perceived promoted price with a 2 (depth) x 
2 (frame) ANCOVA; choices in Periods 1 and 2 were the 


covariates. As Table 3 shows, both promotion depth and 
frame affected participants’ perceptions of the promoted 
price. However, the main effects are qualified by a signifi- 
cant depth x frame interaction (Fy, 122 = 10.67, р < .001). 
When promotion depth is low, the mean perceived pro- 
moted price is $2.27 (actual price — $2.28) for both the 
cents-off and the percentage-off frames (t = .05, p > .90). 
For a deep promotion, a cents-off frame is associated with a 
lower perceived price (perceived price = $1.60, and actual 
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TABLE 3 
Perceived Prices and the Weight Placed Thereon in Study 3 


A: Mean (Standard Deviation) Percetved Promoted Prices in Study 3 


Low Depth 
Percentage-off frame $2.27 (.12) 
Cents-off frame $2.27 (.04) 
Depth total $2.27 (.08) 


B: Mean (Standard Deviation) Welght Placed on the Percelved Promoted Price in Study 3 


Low Depth 
Percentage-off frame .476 (.454) 
Cents-off frame .586 (.487) 
Depth total .534 (.472) 


price = $1.61) than a percentage-off frame (perceived 
price = $1.82; t = 3.23, p < .01).3 

Controlling for perceptions of the promoted price with 
an ANCOVA in our assessment of the effects of depth and 
frame on price expectations eliminates the depth x frame 
interaction (Fr. 122 = 1.00, p > .30). Thus, the frame-based 
differences in price expectations and future choice in Stud- 
ies 1 and 2 appear to be the consequence of variations in 
perceived promoted prices. However, this finding does not 
preclude the weight placed on the perceived promoted price 
from also differing across promotion frames and influenc- 
ing price expectations and future choice. 


Weight placed on the promoted price. Measuring pre- 
and postpromotion price expectations (PE, and RPE, + 1) 
and perceptions of the promoted price (РР,,) allows for the 
estimation of the weight (0) that each participant places on 
РР, when updating his or her price expectations. After we 
estimated this weight, we tested differences in œ with an 
ANCOVA; choices in Periods 1 and 2 again served as 
covariates. The results (see Table 3) indicate that greater 
weight is placed on the perceived promoted price when the 
promotion is framed in cents (© = .569) than when it is 
framed as a percentage (0 = .398; Е, 122 = 4.22, р < .05). 
The main effect of depth (Е; 12 = .42, p > .20) and the 
depth x frame interaction are not significant (Fy, 122 = .52, 
p > AO). Thus, the weight placed on the promoted price 
shows only a main effect of frame. 

That the depth x frame interaction on the weight placed 
on the promoted price is not significant suggests that per- 
ceptions of the promoted price are the primary driver of the 
effects of frame on price expectations (Research Question 
4). Underlying this result is the argument that differences in 
processing difficulty between cents-off and percentage-off 


3In addition to being undervalued on average, the modal 
response is to undervalue the high-depth percentage-off promo- 
tion; 64.5% of respondents in this condition estimated the revised 
price to be greater than the actual price of $1.61. In contrast, only 
3.8% of respondents exposed to the high-depth cents-off promo- 
tion estimated the price to be greater than $1.61 (80.8% listed a 
price of $1.61 or $1.60). 
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High Depth Frame Total 
$1.82 (.34) $2.05 (.34) 

$1.60 (.04) $1.99 (.34) 

$1.72 (.28) 

High Depth Frame Total 
.320 (.399) .398 (.431) 

.547 (.459) .569 (.472) 

.423 (.438) 


promotions lead to promotion frame effects. We test this 
assumption more directly in Study 4, and in doing so, we 
assess how percentage-off frames might be designed to be 
most effective. 


Study 4: How Should Managers 
Frame a Percentage-Off 
Promotion? 

We contend that the effects of promotion frame on price 
expectations (and, in turn, choice) arise from the difficulty 
of processing percentage-off discounts. This implies that 
frame effects will not emerge when discount values are easy 
to compute. For example, knowing that the value of a 50% 
discount can be ascertained by dividing the price by two 
requires a low level of procedural math knowledge. When 
paired with a base price that is a round number (e.g., $3.00), 
division by two is likely to be as easy as subtraction of 
$1.50. As evidence that round prices are easier to process, 
Estelami (1999) reports that the time people take to multi- 
ply two price components (a monthly payment and the 
number of payments) when both components are round 
numbers is one-third the time needed when at least one of 
the values is not round. Thus, the assessment of the effect of 
frame on postpromotion price expectations when prices and 
discounts are round numbers enables us to test the process- 
ing difficulty explanation for frame effects. Specifically, if 
frame effects arise because of differences in processing dif- 
ficulty, the effects should disappear when the percentage-off 
promotion is easy to calculate. If the processing difficulty 
explanation holds, the implication is that managers should 
use percentage-off frames that are relatively difficult to cal- 

culate to insulate postpromotion price expectations. 


Methodology 


The method we used to collect data in Study 4 is identical 
to that of Study 3, with the exception that we altered the 
focal brand price and discount values to round values. 
Specifically, in Study 4, the focal brand has a base price of 
$3.00 and is discounted at a depth of either 10% ($.30) or 
50% ($1.50). Participants provided price expectations for 


the focal brand and completed the measure of perceived 
promoted price as in Study 3. 


Results 


One hundred sixteen students at two large Midwestern uni- 
versities participated in Study 4. We designed Study 4 to 
provide discounts that were as easy to calculate in percent- 
age terms as in cents-off terms. Consistent with this desire, 
a 2 (depth) x 2 (frame) analysis of variance indicates that 
perceived promoted prices (see Table 4) did not differ as a 
function of discount frame (main effect: F; 115 = 51, p = 
„48; depth x frame interaction: F; 115 = 1.37, p > 20). 
Equivalent accuracy across frame conditions lends credence 
to our belief that the focal discounts are equivalent (or 
nearly so) in terms of processing difficulty. 

We tested the effects of discount depth and frame on 
price expectations with an ANCOVA; choices of the focal 
brand (yes/no) in Periods 1 and 2 were covariate variables. 
As Table 4 shows, a main effect of depth emerges in which 
price expectations are lower following a deep discount 
(.826, or 82.6%, of the regular price) than following a low- 
depth discount (.958; Е; 115 = 28.22, р < .001). Frame does 
not have a direct effect on postpromotion price expectations 
(Fy, 115 = -88, р = .35), nor does it interact with promotion 
depth to affect price expectations (depth x frame inter- 
action: F; 115 = 11, р = .74). Thus, the use of easy-to- 
compute discount values eliminates the effects of promotion 
frame on price expectations (found in Studies 1 and 3) and 
supports the belief that the effects of promotion frame are 
due to the greater difficulty of processing (most) 
percentage-off discounts. 


General Discussion 


In Studies 1 and 3, we observed a reliable frame x depth 
interaction on price expectations. In the high-depth condi- 
tion, a cents-off frame led to lower price expectations than a 
percentage-off frame; we found no differences across 
frames in the low-depth condition. The moderating role of 
frame on depth shown for price expectations held true for 
postpromotion choice as well (Study 2). Studies 3 and 4 


examined the process by which frame effects arise. Study 3 
showed that a large percentage-off promotion was underval- 
ued (and the resulting price was overestimated). We also 
found that a percentage-off promotion was weighted less 
heavily than a cents-off promotion when participants 
updated price expectations. Study 4 demonstrated that con- 
ditions that allow revised prices to be easily derived elimi- 
nate the effect of frame on price expectations. Thus, for all 
but the simplest of promotions, the cognitive costs of pro- 
cessing percentage-off promotions lead to less downward 
adjustment of price expectations. In turn, choice share 
retention following the retraction of a deep promotion 
framed in percentage-off terms is greater than when the pro- 
motion is communicated in absolute dollar terms. 


Managerial Implications 


Although large promotions may help meet sales goals dur- 
ing the promotion, they may also undermine preference for 
the brand when they are removed. Managers may consider 
solving this dilemma by offering more frequent, but less 
valuable, promotions to both increase sales and protect their 
brand. However, this solution is less attractive in light of 
evidence that frequent exposure to promotions may train 
consumers to wait for discounts, thus undermining the abil- 
ity to attract a premium price (e.g., Mela, Gupta, and 
Lehmann 1997). An implication of the results is that future 
price expectations, and thus postpromotion choice, can be 
protected when offering a deep discount by framing the dis- 
count in percentage terms. Furthermore, by offering deep, 
but less frequent, promotions, the brand is also protected in 
terms of the “training” mechanism. 

The results beg the question of the prevalence of differ- 
ent promotion frames in practice. Data on the use of these 
types of promotions are difficult to locate. Therefore, we 
asked a small sample of consumers (n = 20) from across the 
United States to visit their regular grocery store and report 
their perceptions of the use of various discount frames. The 
results indicate that cents-off (believed to account for 
approximately 40% of promotions) and revised price offers 
(approximately 25% of promotions) appear to be more 
common than percentage-off promotions (approximately 


TABLE 4 
Percelved Prices and Price Expectations т Study 4 


A: Mean (Standard Devlatlon) of the Percelved Promoted Price in Study 4 


Low Depth 
Percentage-off frame $2.72 (.06) 
Cents-off frame $2.71 (.05) 
Depth total $2.71 (.06) 


B: Mean (Standard Deviation) Postpromotion Price Expectations In Study 4 


Low Depth 
Percentage-off frame .958 (.059) 
Cents-off frame .958 (.056) 
Depth total .958 (.057) 


High Depth Frame Total 
$1.50 (.00) $2.13 (.62) 
$1.54 (.19) $2.14 (.61) 
$1.52 (.13) 

High Depth Frame Total 
.813 (.242) .888 (.187) 
.839 (.238) .901 (.179) 
.826 (.238) 
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10% of promotions). Furthermore, there is high variance 
because the estimate for each frame ranged from less than 
10% to greater than 35% of at least one store’s promotions. 
Thus, in practice, there appears to be little consensus on the 
“best” way to frame promotions among those responsible 
for their implementation. 

In part, the variance in the use of frames may reflect dif- 
ferent motivations regarding their use. Retailers may wish 
to convey an image of low price (e.g., Cox and Cox 1990). 
The results of Study 3 indicate that consumers perceive 
prices as being lower when a promotion is framed in cents- 
off terms. Conversely, manufacturers are more likely to be 
interested in insulating price expectations and therefore 
should frame direct-to-consumer promotions in percentage- 
off terms and should push retailers to adopt percentage-off 
discount framing. As part of efforts to do so, manufacturers 
may point out that framing does not appear to alter choice at 
the time of the promotion, and thus retail sales at the time of 
the promotion will not suffer from such a switch. . 


Implications for Theory Development 


The theoretical implications of our research must be viewed 
in light of the limitations that arise from the limited range of 
discount sizes and promotional frames we employ. Con- 
sumers may view very large discounts (>50%) with suspi- 
cion (Gupta and Cooper 1992), thus compressing the effect 
of discount depth on price expectations beyond some dis- 
count depth threshold. Regarding the range of promotional 
frames, our logic seems to hold implications beyond the 
tested frames. For example, a revised price frame makes 
deriving the price unnecessary, and thus we expect that 
price expectations following such a promotion will be lower 
than those following a promotion for which the price is 
more difficult to discern. Conversely, the greater complexity 
of calculation associated with a “quantity-at-a-single-price” 
frame should lead to higher price expectations. 

Despite these limitations, this research offers several 
theoretical implications regarding postpromotion choice. 
The first stems from a marriage of the topics of price expec- 
tations and discount framing. Each of these topics has 
received considerable attention, but there has been little 
attempt to integrate these two important and related topics. 
If brand prices are stable, price expectations will gravitate 
to the market price, expected prices will equal observed 
prices, and price expectations will play a minimal role in 
determining choice. However, prices fluctuate, and price 


expectations have been shown to play an important role in 
determining consumers' brand choices (Lattin and Bucklin 
1989; Mazumdar, Raj, and Sinha 2005; Winer 1986). 
Although "regular" prices for brands vary, the prevalence of 
price promotions results in promotions being the cause of 
most of the price changes consumers observe. Thus, under- 
standing how consumers update price expectations in 
response to new prices is largely an issue of understanding 
how they integrate promotional prices into price expecta- 
tions. The results indicate that such understanding cannot 
arise without considering the issue of promotion frame. 

Second, an anchoring and adjustment account of price 
expectation revision would in spirit, if not strict definition, 
suggest that both existing price expectations and the new 
price are positively weighted when consumers update their 
price expectations. Research often indicates that this is 
indeed the case (e.g., Niedrich, Sharma, and Wedell 2001; 
Rajendram and Tellis 1994; Winer 1986). However, other 
research (e.g., Chang, Siddarth, and Weinberg 1999; Jacob- 
son and Obermiller 1990) finds that the current price domi- 
nates existing price expectations (i.e., the weight on the 
most recent price is 1.0). The latter studies assessed price 
expectations following changes in prices that were not iden- 
tified as promotions. The mean weights placed on the pro- 
moted price (.471) and the existing price expectation (.529) 
in Study 3 support an anchoring and adjustment process of 
price expectation revision. Furthermore, the lower weight 
placed on the promoted price rather than on price changes 
that are not associated with promotions (1.е., those reported 
by Chang, Siddarth, and Weinberg [1999] and Jacobson and 
Obermiller [1990]) indicates that consumers are hesitant to 
view promoted prices as the norm. 

Third, accurate knowledge of prices is commonly 
assumed in models of expected price effects (e.g., Lattin 
and Bucklin 1989; Winer 1986). However, this assumption 
is inconsistent with research that indicates that consumers’ 
level of processing of promotional information may be rela- 
tively low (e.g., Conover 1986; Dickson and Sawyer 1990). 
We provide a middle-ground view in which shoppers attend 
to price information but lack the motivation to overcome 
obstacles (i.e., a percentage-off discount frame) to interpret 
accurately and assimilate new price information into exist- 
ing beliefs. Research on additional barriers to processing 
pricing information (e.g., promotion intensity and the num- 
ber of brand in the category) can help better specify models 
of the effects of price expectations. 





REFERENCES 

Alba, Joseph W., Carl F. Mela, Terence A. Shimp, and Joel E. 
Urbany (1999), "The Effect of Discount Frequency and Depth 
on Consumer Price Judgments, Journal of Consumer 
Research, 26 (September), 99-114. 


Anderson, Eric and Duncan Simester (2004), “Long Run Effects . 


of Promotion Depth on New Versus Established Customers: 
Three Field Studies,” Marketing Science, 23 (Winter), 4—20. 
Camerer, Colin F and Martin Weber (1992), “Recent Develop- 
ments in Modeling Preferences: Uncertainty and Ambiguity,” 
Journal of Risk and Uncertainty, 5 (October), 325-70. 
Chang, Kwangpil, S. Siddarth, and Charles B. Weinberg (1999), 
“The Impact of Heterogeneity in Purchase Timing and Price 


168 / Journal of Marketing, July 2007 


Responsiveness on Estimates of Sticker Shock,” Marketing Sci- 
ence, 18 (Spring), 178-92. : 

Chen, Shih-Fen S., Kent B. Monroe, and Yung-Chien Lou (1998), 
“The Effects of Framing Price Promotion Messages on Con- 

. sumers’ Perceptions and Purchase Intentions: Research Per- 
spectives on Retail Pricing,” Journal of Retailing, 74 (Septem- 
ber), 353-72. 

Conover, Jerry N. (1986), “The Accuracy of Price Knowledge: 
Issues in Research Methodology,” in Advances in Consumer 
Research, Vol. 13, Richard J. Lutz, ed. Ann Arbor, MI: Asso- 
ciation for Consumer Research, 589-93. 


Cox, Anthony D. and Dena Cox (1990), “Competing on Price: The 
Role of Retail Price Advertisements in Shaping Store-Price 
Image,” Journal of Retailing, 66 (Winter), 428-45. 

Deighton, John (1984), “The Interaction of Advertising and Evi- 
dence,” Journal of Consumer Research, 11 (December), 
763-70. ` 

Della Bitta, Albert Ј., Kent В. Monroe, and John М. McGinnis 
(1981), “Consumer Perceptions of Comparative Price Adver- 
tisements,” Journal of Marketing Research, 18 (November), 
41627. ` 

DelVecchio, Devon, David H. Henard, and Traci H. Freling 
(2006), "The Effect of Sales Promotion on Post-Promotion 
Brand Choice: A Meta Analysis," Journal of Retailing, 82 (3), 
203-213. 

Diamond, William D. and Leland Campbell (1989), “The Framing 
of Sales Promotion on Reference Price Change” in Advances in 
Consumer Research, Vol. 16, Thomas К. Srull, ed. Provo, UT: 
Association for Consumer Research, 241-47. 

Dickson, Peter R. and Alan G. Sawyer (1990), “The Price Knowl- 
edge and Search of Supermarket Shoppers,” Journal of Market- 
ing, 54 (July), 42-53. 

Dodson, Joe A., Alice M. Tybout, and Brian Sternthal (1978), 
“Impact of Deals and Deal Retraction on Brand Switching,” 
Journal of Marketing Research, 15 (February), 72-81. 

Estelami, Hooman (1999), “The Computational Effect of Price 
Endings in Multi-Dimensional Price Advertising,” Journal of 
Product and Brand Management, 8 (3), 244-56. 

(2003), “The Effect of Price Presentation Tactics on Con- 
sumer Evaluation Effort of Multi-Dimensional Prices,” Journal 
of Marketing Theory and Practice, 11 (Spring), 1-15. 

Gendall, Philip, Janet Hoek, and Tracy Pope (2005), “Message 
Framing Effects on Price Discounts,” working paper, Depart- 
ment of Marketing, College of Business, Massey University. 

Greenleaf, Eric A. (1995), "The Impact of Reference Price Effects 
on the Profitability of Price Promotions,” Marketing Science, 
14 (Winter), 82-104. 

Gupta, Sunil (1988), “Impact of Sales Promotion on When, What, 
and How Much to Buy,” Journal of Marketing Research, 25 
(November), 342-55. 

and Lee G. Cooper (1992), “The Discounting of Discounts 
and Promotion Thresholds,” Journal of Consumer Research, 19 
(December), 401-411. 

Heath, Timothy B., Subimal Chatterjee, and Karen Russo France 
(1995), “Mental Accounting and Changes in Price: The Frame 
Dependence of Reference Dependence,” Journal of Consumer 
Research, 22 (June), 90-97. 

Jacobson, Robert and Carl Obermiller (1990), “The Formation of 
Expected Future Price: A Reference Price for Forward- 
Looking Consumers,” Journal of Consumer Research, 16 
(March), 420-32. 

Jacowitz, Karen E. and Daniel Kahneman (1995), “Measures of 
Anchoring in Estimation Tasks,” Personality and Social Psy- 
chology Bulletin, 21 (11), 1161-66. 

Janiszewski, Chris and Donald R. Lichtenstein (1999), “A Range 
Theory Account of Pnce Perception,” Journal of Consumer 
Research, 25 (March), 353-68. 

Kahn, Barbara E. and Leigh McAlister (1997), Grocery Revolu- 
tion: The New Focus on the Consumer. Reading, MA: Addison- 
Wesley. 

Kalwani, Manohar U. and Chi Kin Yim (1992), “Consumer Price 
and Promotion Expectations: An Experimental Study,” Journal 
of Marketing Research, 29 (February), 90-100. 

Klein, Noreen M. and Janet E. Oglethorpe (1987), “Cognitive Ref- 
erence Points in Consumer Decision Making” in Advances in 
Consumer Research, Vol. 14, Melanie Wallendorf and Paul 
Anderson, eds. Provo, UT: Association for Consumer 
Research, 183-87. 








Krishna, Aradhna (1991), “Effect of Dealing Patterns on Con- 
sumer Perceptions of Deal Frequency and Willingness to Pay,” 
Journal of Marketing Research, 28 (November), 441-51. 

, Richard Briesch, Donald R. Lehman, and Hong Yuan 
(2002), “A Meta-Analysis of the Impact of Price Presentation 
on Perceived Savings,” Journal of Retailing, 78 (Summer), 
101—118. 

Lattin, James M. and Randolph E. Bucklin (1989), "Reference 
Effects of Price and Promotion on Brand Choice Behavior,” 
Journal of Marketing Research, 26 (August), 299-310. 

Lee, Yih Hwai and Cheng Yuen Han (2002), "Partitioned Pricing 
in Advertising: Effects on Brand and Retailer Attitudes,” Mar- 
keting Letters, 13 (1), 27—40. 

Leone, Robert P. and Srini S. Srinivasan (1996), "Coupon Face 
Value: Its Impact on Coupon Redemptions, Brand Sales, and 
Brand Profitability,” Journal of Retailing, 72 (3), 273-89. 

Mayhew, Glenn E. and Russell S. Winer (1992), “An Empirical 
Analysis of Internal and External Reference Prices Using Scan- 
ner Data,” Journal of Consumer Research, 19 (June), 62—70. 

Mazumdar, Tridib, S.P. Raj, and Indrajit Sinha (2005), “Reference 
Price Research: Review and Propositions,” Journal of Market- 
ing, 69 (October), 84—102. 

Mela, Carl F., Sunil Gupta, and Donald В. Lehmann (1997), “The 
Long-Term Impact of Promotion and Advertising on Consumer 
Brand Choice,” Journal of Marketing Research, 34 (May), 
248-61. 

, Kamel Jedidi, and Douglas Bowman (1998), “The Impact 
of Promotions on Consumer Stockpiling Behavior,” Journal of 
Marketing Research, 35 (May), 250-62. 

Monroe, Kent B. (1971), “Measuring Price Thresholds by Psy- 
chophysics and Lattitudes of Acceptance,” Journal of Market- 
ing Research, 8 (November), 460-64. 

Montaldo, Donna L. (2007), “Marketers Offer Additional $37 Bil- 
lion in Coupon Savings in 2005,” (accessed March 26, 2007), 
[available at http://couponing.about.com/od/groceryzone/a/ 
2005cp usage.htm]. 

Morwitz, Vicki G., Eric A. Greenleaf, and Eric J. Johnson (1998), 
"Divide and Prosper: Consumers' Reactions to Partitioned 
Prices," Journal of Marketing Research, 35 (November), 
453-63. 

Neslin, Scott A. (2002), Sales Promotion. Cambridge, MA: Mar- 
keting Science Institute. 

Niedrich, Ronald W., Subhash Sharma, and Douglas H. Wedell 
(2001), "Reference Price and Price Perceptions: A Comparison 
of Alternative Models," Journal of Consumer Research, 28 
(December), 339-54. 

Olson, Jerry (1978), “Theories of Information Encoding and Stor- 
age: Implications for Consumer Research," in The Effects of 
Information on Consumer and Market Behavior, Andrew 
Mitchell, ed. Chicago: American Marketing Association, 
49-59. 

Papatla, Purushottam and Lakshman Krishnamurthi (1996), “Меа- 
suring the Dynamic Effects of Promotions on Brand Choice,” 
Journal of Marketing Research, 33 (February), 20-35. 

Pauwels, Koen, Dominique M. Hanssens, and S. Siddarth (2002), 
“The Long-Term Effects of Price Promotions on Category Inci- 
dence, Brand Choice, and Purchase Quantity,” Journal of Mar- 
keting Research, 39 (November), 421-39. 

Pham, Michel Tuan and A.V. Muthukrishnan (2002), “Search and 
Alignment in Judgment Revision: Implications for Brand Posi- 
tioning,” Journal of Marketing Research, 39 (February), 18-30. 

Puto, Christopher P. (1987), “The Framing of Buying Decisions,” 
Journal of Consumer Research, 14 (December), 301—315. 

Кајепдгаш, K.N. and Gerard J. Tellis (1994), “Contextual and 
Temporal Components of Reference Price,” Journal of Market- 
ing, 58 (January), 22—34. 

Rao, Akshay R. and Kent B. Monroe (1989), “The Effect of Price, 
Brand Name, and Store Name on Buyers’ Perceptions of Prod- 








Promotion Framing and Price Expectations and Choice / 169 


uct Quality: An Integrative Review,” Journal of Marketing 
Research, 26 (August), 351-57. 

Rhymer, Katrina N., Christopher H. Skinner, Shantwania Jackson, 
Stephanie McNeill, Tawnya Smith, and Bertha Jackson (2002), 
“The 1-Minute Explicit Timing Intervention: The Influence of 
Mathematics Problem Difficulty,” Journal of Instructional Psy- 
chology, 29 (December), 305-311. 

Scitovszky, Tibor (1945), “Some Consequences of the Habit of 
Judging Quality by Price,” Review of Economic Studies, 12 
(Winter), 100—105. 

Sun, Baohong, Scott A. Neslin, and Kannan Srinivasan (2003), 
“Measuring the Impact of Promotions on Brand Switching 
When Consumers Are Forward Looking,” Journal of Market- 
ing Research, 40 (November), 389-405. 

Tversky, Amos and Daniel Kahneman (1974), “Judgment and 
Uncertainty: Heuristics and Biases,” Science, 185 (4157), 
1124-31. NH 

Van Heerde, Harald J., Sachin Gupta, and Dick R. Wittink (2003), 
“Is 75% of the Sales Promotion Bump Due to Brand Switch- 
ing? No, Only 33% Is,” Journal of Marketing Research, 40 
(November), 481-91. 


170 / Journal of Marketing, July 2007 


Vanhuele, Marc, Gilles Laurent, and Xavier Dréze (2006), “Соп- 
sumers' Immediate Memory for Prices," Journal of Consumer 
Research, 33 (September), 163-72. 

Viswanathan, Madhubalan and Terry L. Childers (1996), “Process- 
ing of Numerical and Verbal Product Information,” Journal of 
Consumer Psychology, 5 (October), 359-85. 

Winer, Russell S. (1986), “A Reference Price Model of Brand 
Choice for Frequently Purchased Products,” Journal of Con- 
sumer Research, 13 (September), 250-56. 

Winkler, Robert L. (1991), “Ambiguity, Probability, Preference, 
and Decision-Analysis,” Journal of Risk and Uncertainty, 4 
(July), 285-97. 

Yadav, Manjit S. and Kathleen Seiders (1998), “Is the Price Right? 
Understanding Contingent Processing in Reference Price For- 
mation,” Journal of Retailing, 74 (3), 311-29. 

Yin, Wen and Alan J. Dubinsky (2004), “Framing Effects of 
Coupon Face Value on Coupon Redemption: A Literature 
Review with Propositions,” Journal of Marketing Management, 
20, 877-96. , 


Stefan Stremersch, Isabel Verniers, & Peter C. Verhoef 


The Quest for Citations: Drivers of 
Article Impact 


Why do some articles become building blocks for future scholars, whereas others remain unnoticed? The authors 
aim to answer this question by contrasting, synthesizing, and simultaneously testing three scientometric 
perspectives—universalism, social constructivism, and presentation—on the influence of article and author 
characteristics on article citations. They study all articles published in a sample of five major journals in marketing 
from 1990 to 2002 that are central to the discipline. They count the number of citations each of these articles has 
received and regress this count on an extensive set of characteristics of the article (i.e., article quality, article 
domain, title length, the use of attention grabbers, and expositional clarity) and the author (i.e., author visibility and 
author personal promotion). They find that the number of citations an article in the marketing discipline receives 
depends more on “what is said” (quality and domain) and “who says it" (author visibility and personal promotion) 
than on “how it is said” (title length, the use of attention grabbers, and expositional clarity). The insights gleaned 
from this analysis contribute to the marketing literature and are relevant to scientific stakeholders, such as the 
management of scientific journals and individual academic scholars, as they strive to maximize citations. They are 
also relevant to marketing practitioners; they inform practitioners on characteristics of the academic journals in 
marketing and their relevance to decisions they face. Conversely, the insights also raise challenges regarding how 
to make Journals accessible and relevant to marketing practitioners: (1) Authors visible to academics are not 
necessarily visible to practitioners; (2) the readability of an article may hurt academic credibility and impact, but it 
may be instrumental in influencing practitioners; and (3) it remains questionable whether articles that academics 
assess to be of high quality are also managerially relevant. 


“What makes an article influential? Why do some articles 
have enormous impact on the field, and others practically 
none? As both students and professionals, all of us read 
articles that stay with us for the rest of our lives, other arti- 
cles are forgotten." (Sternberg and Gordeeva 1996, p. 69) 


assistant professors' professional lives in the race for 

tenure. However, the extent to which the field pays 
attention to what an academic publishes determines the rest 
of his or her academic career. It is common to examine the 
citations that published work has received when evaluating 
promotions to full and chaired professor, when evaluating 
the collective impact of a department or school, and wben 
evaluating journal standing. “Yet, despite the widely 
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acknowledged importance of citations, many scholars have 
noted that we know little about the factors that influence 
whether a given paper, and therefore a given scholar, is 
cited” (Baldi 1998, p. 829). The science of measuring and 
analyzing science to address such issues is called 
“scientometrics.” 

Prior studies in marketing have studied diverse sciento- 
metric issues. Bettencourt and Houston (2001a) identify 
which method types and which subject areas receive more 
attention. Hoffman and Holbrook (1993) introduce a two- 
Stage procedure to investigate the underlying structure of 
author cocitations. Leong (1989) examines the reference 
source nature for articles published in Journal of Consumer 
Research (JCR). Cote, Leong, and Cote (1991) study the 
influence of JCR on other disciplines, and Baumgartner and 
Pieters do the same for International Journal of Research т 
Marketing (IJRM) (Pieters et al. 1999), marketing journals 
in general (Baumgartner and Pieters 2003), and economic 
journals in general (Pieters and Baumgartner 2002). 
Zinkhan, Roth, and Saxton (1992) document the mutual 
exchange (both referencing to and from) between JCR and 
other disciplines. Tellis, Chandy, and Ackerman (1999) 
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study four major journals (JCR, Journal of Marketing [JM], 
Journal of Marketing Research [JMR], and Marketing Sci- 
ence [MKS]) and examine the extent to which they are 
diverse in their references. Bettencourt and Houston 
(2001b) revisit this topic for JCR, JM, and JMR. Stremersch 
and Verhoef (2005) study globalization of authorship in the 


marketing discipline and find that it has increased diversity . 


in the field but has hurt the impact of several major journals. 
Goldenberg, Libai, and Muller (2005) characterize coauthor 
networks in marketing along several focal network mea- 
sures. Recently, Bauerly, Johnson, and Singh (2005) have 
pointed to the importance of readability of a marketing arti- 
cle for creating impact. Moreover, (prior) editors of major 
marketing journals have stressed the importance of presen- 
tation and readability (e.g., Mick 2005; Staelin 2002). 

The focal question of the current article is, How do sci- 
entometric characteristics of articles and authors affect the 
citations an article receives in the marketing discipline? To 
the best of our knowledge, this question has not yet been 
studied. To answer this question, we contrast and synthesize 
three theoretical perspectives on the drivers of citations and 
test them simultaneously on a sample of five major market- 
ing journals over a 13-year time span. This enables us to 
explain why some articles in marketing are heavily cited, 
whereas others remain unnoticed. 

We embed the theory we develop in prior, though frag- 
mented, scientometric work in other disciplines. Bayer 
(1982) examines drivers of citations in the marriage and 
family literature and finds that the literature an article con- 
nects to and author eminence both affect article impact. Van 
Dalen and Henkens (2001) show that characteristics of the 
authors, visibility, content, and journal significantly affect 
the impact of articles in demography. In a chemical engi- 
neering context, Peters and Van Raan (1994) find that 
author reputation and number of references primarily affect 
article impact. Baldi (1998) examines which characteristics 
of two articles in astrophysics influence the probability that 
a citation exists from the citing to the cited article. In line 
with Stewart’s (1983) prior findings in geology, Baldi finds 
that articles are influential mostly because of what they say, 
not because of who the authors are. 

Gaining an understanding of the effects of scientometric 
characteristics of an article and its author(s) on the number 
of times an article is cited is relevant to the discipline. Indi- 
vidual researchers and journals alike try to maximize the 
number of times they are cited. For individual researchers, 
the number of citations is a dominant criterion for promo- 
tion, salary increases, and funding. It also determines the 
extent to which the individual researcher is viewed as a 
thought leader in a certain field of inquiry. For journals, the 
number of citations determines to a large extent their pres- 
tige. In turn, journal prestige translates into subscriptions 
(1.е., the likelihood that libraries and individual scholars 
will subscribe increases with prestige) and an ability to 
attract high-quality and novel manuscripts (i.e., researchers’ 
preferences to submit their best work to a journal increases 
with journal prestige). For practitioners, a clear understand- 
ing of the different characteristics underlying scholarly 
work in marketing is relevant because it informs them about 
the work’s relevance to decision areas they face and the 


172 / Journal of Marketing, July 2007 


extent to which academic journals in marketing may pro- 
vide good sources for new marketing knowledge in the 
future. 

We organize the remainder of the article as follows: 
First, we'develop the scientometric theory and present our 
research hypotheses. Second, we discuss our data. Third, 
we explain our analysis methodology and present the 
results. Fourth, we discuss our findings, develop implica- 
tions for different scientific stakeholders, consider the limi- 
tations, and present avenues for further research. 


Theory 


We discern three perspectives on the influence of sciento- 
metric characteristics of articles and authors on the citations 
an article receives (for our conceptual framework, see Fig- 
ure 1). The first is the universalist perspective on science, 
which states that the reward structure of science is openness 
and based on a cognitive procedure (Baldi 1998). Therefore, 
article characteristics, such as its cognitive content, deter- 
mine article citations (Van Dalen and Henkens 2001). The 
second is the social constructivist perspective, which claims 
that extrascientific and functionally irrelevant author char- 
acteristics, such as author eminence (Baldi 1998), play a 
significant role in the allocation of citations. The third is the 
presentation perspective. Although fragmented, the claim 
that underlies the presentation perspective is that articles 
have impact for how they present the theory, the study, and 
the findings. We develop specific predictions for each 
perspective. 


The Universallst Perspective 


The universalist perspective is that articles are cited for 
“what” the authors say. We distinguish two dimensions 
within this perspective: (1) quality of the article and (2) 
domain of the article. 

The quality of an article may affect the extent to which 
it is cited. High-quality articles may represent bigger break- 
throughs and therefore may be pathbreaking. Thus, they 
may provide more inspiration for further research. High- 
quality articles may also present findings of higher reliabil- 
ity tban those of low-quality articles, and therefore high- 
quality articles may be more able to persuade convincingly 
(Gilbert 1977). Thus, high-quality articles may be cited 
more than low-quality articles. 

The domain of the article may affect citations as well. 
Domains may differ in orientation (behavioral, quantitative, 
and managerial), method type (i.e., the method the article 
uses; e.g., conceptual, empirical, methodological, mathe- 
matical), and subject area (ї.е., the subject on which the 
article focuses; e.g., advertising, new products, relationship 
marketing) and thus may contain articles that are more or 
less cited for several reasons. First, domains may differ in 
size. Prior research has shown that smaller domains attract 
fewer citations than larger domains (King 1987). Second, 
domains may differ in the extent to which they are relevant 
to one another. One domain may have relevance to more 
other domains than another domain and, as such, may 
attract more citations (Stewart 1983). Third, domains may 
differ in the extent to which they have reached maturity. 
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Domains that are new may represent greater breakthroughs 
than domains that are mature. Therefore, the articles in new 
domains may be cited more than articles in mature domains 
(Sternberg and Gordeeva 1996). Fourth, there may be diver- 
gence in citation practices across domains; for example, the 
citation practice in one domain may be to cite other articles 
in the same domain frequently, whereas the citation practice 
in another domain may be to cite articles from other disci- 
plines (Van Dalen and Henkens 2004). 

On the basis of this discussion, we derive the following 

hypothesis: 

Hj: Universal characteristics of an article affect the times the 
article is cited, in that (a) quality positively affects the 
number of citations and (b) domain affects the number of 
citations. 


The Social Constructivist Perspective 


The social constructivist perspective is that articles have an 
impact based on “who” the authors of an article are. We dis- 
cern two dimensions within this perspective: (1) visibility 
and (2) personal promotion. 

Merton (1968) introduces the Matthew effect in science. 
It is named after the Gospel according to Matthew (25:29), 
which states that “for unto everyone that hath shall be given 
and he shall have abundance: but from him that hath not 
shall be taken away even that which he hath”; in other 
words, this effect posits “the accruing of greater increments 
of recognition for particular scientific contributions to sci- 
entists of considerable repute and the withholding of such 
recognition from scientists who have not yet made their 


mark” (Merton 1968, p. 58). Merton’s (1968, p. 59) argu- 
ments are that “а scientific contribution will have greater 
visibility when it is introduced by a scientist of high rank, 
rather than when it is introduced by one who has not yet 
made his mark.” As such, it might be expected that the work 
of academics with longer publication records, with posi- 
tions on the editorial boards of prestigious journals, or with 
an appointment at highly ranked business schools (Bergh, 
Perry, and Hanke 2006) will receive more attention for the 
same contribution than that of academics of lower standing. 
Visibility of authors may also affect article citations in other 
ways. In the marketing discipline, Stremersch and Verhoef 
(2005) show that articles authored by international scholars 
are cited less than articles by U.S.-based scholars. The theo- 
retical reasoning they develop is that international authors 
may be disadvantaged in visibility when the majority of the 
domain is based in the United States. Goldenberg, Libai, 
and Muller (2005) illustrate coauthor networks in marketing 
and argue that more connected scholars are more important 
in a scientific network. Therefore, work of more connected 
scholars can transfer more easily to the scientific network 
and receive more citations. Finally, the number of authors 
may also increase visibility. Because scholars have different 
opportunities to present their work (e.g., conferences, 
research camps, doctoral programs), the number of opportu- 
nities at which the work can be presented is bound to 
increase with the number of authors. 

Personal promotion of academic scholars is often a 
cause for shame rather than pride. Although personal pro- 
motion may be an important driver of impact, some critics 
have raised concerns that it is driven by vanity (Bayer 
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1982). Self-referencing is a form of personal promotion 
(Van Dalen and Klamer 2005). First, it shows that the 
authors are confident in the findings, and it may underscore 
the importance of the work. If an author does not cite his or 
her own work, why should others cite it? Compare this with 
finance; if a person is not willing to invest in his or her own 
company, why should anyone else? Second, whereas one 
article may not have been noticed by peers, a follow-up arti- 
cle may be and thus could generate renewed interest in the 
original article. In this sense, good personal promotion is 
also related to the programmatic development of research 
(Bayer 1982). Third, a characteristic of a good salesperson 
is the use of the norm of reciprocity (Cialdini 1988; Jacobs 
et al. 2001). Reciprocity is “a social interaction where 
movement of one party evokes a compensating movement 
in some other party” (Houston and Gassenheimer 1987, p. 
11). Scholars may feel indebted to scholars who cite their 
work and therefore may be more inclined to return the cita- 
tion—in other words, “you cite me, and I'll cite you" reci- 
procity. Thus, the extent to which scholars cite other 
people's work, which we term *reference intensity,’ may 
also cause their own work to be cited more. 


Ha: Social constructivist characteristics of an article affect the 
times the article 1s cited, in that (a) visibility positively 
affects the number of citations and (b) personal promotion 
positively affects the number of citations. 


The Presentation Perspective 


The presentation perspective is that articles are cited for 
“how” the authors say what they say. We discern three 
dimensions within this perspective: (1) title length, (2) 
attention grabbers, and (3) expositional clarity. 

' The title of an article is an important element of any sci- 
entific or scholarly article because it draws a reader’s atten- 
tion and is used in electronic databases to store, search, and 
retrieve articles (Yitzhaki 2002). However, little is known 
about its effect on article citations. Longer article titles are 
more informative and thus may perform their functions 
more effectively, but they may also hint at article complex- 
ity (Yitzhaki 2002). Therefore, the direction of the effect of 
title length on article citations is difficult to posit ex ante. 

The second dimension of presentation is the extent to 
which attention grabbers are included. Attention grabbers 
are words that have a special appeal because they raise 
attention. For example, the word “new” in the title may hint 
to the novelty of an article and therefore may positively 
influence the number of times an article is cited (Van Dalen 
and Klamer 2005). Although this phenomenon has gone 
unstudied so far, it might also be expected that the usage of 
the name of the discipline itself in the title has a special 
appeal to and thus grabs the attention of a large cross- 
section of scholars in the discipline. Finally, keywords may 
grab attention. Keywords are important because search 
engines scan databases through keywords. Especially in 
today’s academic environments, electronic searches are 
becoming more important in the search and retrieval of sci- 
entific articles. Although keywords overlap strongly with 
method types and subject areas and thus capture universalist 
characteristics, the number of keywords may increase the 
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likelihood of citation because keywords increase the chance 
that the article will appear in bibliographic searches. 

Expositional clarity is the clarity with which an article 
explains what it says. This can be done by giving a graphic 
illustration of the conceptual model, adding tables that 
explain estimation issues or robustness checks, and refer- 
ring complex issues to appendixes to improve the flow of an 
article. Furthermore, the use of equations or footnotes can 
affect clarity, though this effect may be context dependent. 
For example, although the usage of many equations may be 
more clarifying for mathematicians or statisticians, it can be 
obfuscating in other sciences, such as the social sciences. 
Expositional clarity can also be operationalized by formal 
indexes of readability in linguistics (Flesch 1948). One such 
example is the Flesch formula: 206.835 — [.846 x (number 
of syllables per 100 words)] — [1.015 x (average number of 
words per sentence)]. Overall, with increasing clarity, an 
article may be better able to promote its content and be 
more accessible for a wider audience. 


Нз: Presentation characteristics of an article affect the times 
the article is cited, in that (a) title length affects the num- 
ber of citations, (b) the usage of attention grabbers posi- 
tively affects the number of citations, and (c) expositional 
clarity positively affects the number of citations. 


Data 


Sample 

To represent the marketing discipline, we sampled five 
major journals: JJRM, JCR, JM, JMR, and MKS. These 
journals correspond with the journals that Stremersch and 
Verhoef (2005) use. Tellis, Chandy, and Ackerman (1999) 
argue that JCR, JM, JMR, and MKS may be a good repre- 
sentation of the field. However, because these are U.S.- 
based journals, we also include an international journal, of 
which IJRM is probably the best representative. 

We inventoried all articles published in JCR, JM, JMR, 
and MKS from 1990 to 2002 and in ИЕМ from 1997 to 
2002 (IJRM entered the Institute for Scientific Informa- 
tion's Social Sciences Citation Index [ISI-SSCI] only in 
1997). We excluded any articles with three pages or fewer 
(because these would be editorials, software reviews, book 
reviews, and so forth). Our final sample consisted of 1825 
articles, 508 of which appeared in JCR, 351 of which 
appeared in JM, 504 of which appeared in JMR, 328 of 
which appeared in MKS, and 134 of which appeared in 
IJRM. | 


Measures 


Dependent variable. An article is “cited” when it is 
mentioned in the reference list of another article. We opera- 
tionalize the number of citations as the number of citations 
in academic journals, excluding self-citations, an article 
received until December 31, 2004, from journals in the ISI- 
SSCI. Thus, the number of citations is the total number of 
occasions an article appeared in the reference list of articles 
in journals that are included in the ISI-SSCI, which contains 
a wide set of scientific journals. This data set was generated 
in August 2005 by an automatic algorithm, which was run 


by a specialized institute in scientometric research (Center 
for Science and Technology Studies at Leiden University, 
the Netherlands) that has a subscription to ISI’s databases. 

The usage of citations is fairly common in the (admit- 
tedly sparse) scientometric literature on the drivers of arti- 
cle influence (e.g., articles reviewed in the introduction). 
Citations are an objective measure of influence, impact, or 
attention (Pieters and Baumgartner 2002). 


Independent variables: universalist perspective. We dis- 
cerned two dimensions within the universalist perspective: 
article quality and domain of the article. Rather than assess 
article quality ourselves, which would be inherently flawed, 
we relied on the quality assessment of editors and editorial 
boards. Because article order (ul) may be considered the 
editor’s assessment of the strength of the contribution of an 
article, it may be a first indicator of article quality (Smart 
and Waldfogel 1996; Van Dalen and Henkens 2001). This 
also seems true in marketing (at least we could rule out one 
alternative ordering—alphabetically on the name of the first 
author, which the marketing journals we study do not con- 
sistently use). Article order is a reverse-coded measure 
anchored by “lead article” (1) to “last article in issue” (n).! 

Because journal awards (u2) chosen by editorial boards 
(in marketing, editorial review boards typically comprise 
between 50 and 100 leading scholars) may be considered 
the choice of the highest-quality article by leading scholars, 
awards may be a second indicator. We include a dummy for 
winning one of the following best-article awards: Best Arti- 
cle Award (JJRM), Best Article Award (JCR), Harold Н. 
Maynard Award (JM), MSI/H. Paul Root Award (JM), Paul 
E. Green Award (JMR), William F. O'Dell Award (JMR), 
and John D.C. Little Award (МК5).2 

A third indicator of quality may be article length (u3) 
because editors often provide specific guidance to authors 
on the length they will allow for the manuscript; article 
length may be considered a function of its contribution (1.е., 
contribution to length ratio). We operationalize article 
length as the number of pages of the article. Because the 
number of pages may be actively managed by the editor in 
function of the magnitude of the contribution (Peters and 
Van Raan 1994), it may be highly collinear with article 
order. However, in our sample of marketing journals, this 
appears not to be the case. The correlation between article 
length and article order is —.40. The reason for this rela- 
tively low correlation may be that though article order is the 
editor's prerogative, article length may also be influenced 
by the reviewers' assessments of the contribution of the 
article. 


1Весаизе some editors may choose only the lead article on the 
basis of quality, rather than the complete order of articles, this may 
be an alternative indicator of quality. We test it as such in the 
empirical section. , 

2Note that the selection of articles for awards is not based on 
number of citations, because they are chosen at the end of the pub- 
lication year, and thus citations have not had time to materialize. 
An exception in this respect is the O’Dell Award, which is chosen 
five years after publication, but the results are robust to the exclu- 
sion of thé O'Dell Award. 


Prior research has discerned two categories of article 
domain: method type and subject area (Tellis, Chandy, and 
Ackerman 1999). We add a third: orientation. Orientation 
refers to whether the article has a behavioral (u4), quantita- 
tive (u5), or managerial orientation. We dropped the mana- 
gerial orientation variable from our empirical tests because 
it showed a high correlation with behavioral orientation 
(--.81). We code u4 as 1 when the article has a behavioral 
orientation (0 otherwise) and u5 as 1 when the article has a 
quantitative orientation (0 otherwise). When the article cov- 
ered more than one orientation, we assigned all the respec- 
tive orientations the value of 1. The second author of this 
article performed the content coding of these orientations. 
The coding is based on Kerin’s (1996) description of mar- 
keting as a behavioral science, quantitative science, and 
managerial activity. Because this author had doubts about 
the assessment on 37 articles, the first author independently 
assessed these articles. Then, the first and second author 
compared their assessments of the 37 articles and found that 
only 2 differed, which were then assigned after discussion. 
Thus, the reliability of the procedure is high. 

Method type (u6—u9) is the method the article uses. The 
second author examined all abstracts of the 1825 articles 
and classified them according to the presence of keywords 
for (1) conceptual (conceptual, theoretical, concept, and 
theory), (2) empirical (empirical or the type of study, such 
as secondary data, interview, field study, and so forth), (3) 
methodological (new methodology, new method, and 
methodological), and (4) analytical (mathematical, analyti- 
cal, and mathematical equation). This procedure is similar 
to that of Tellis, Chandy, and Ackerman (1999). If the 
abstract did not identify any significant keyword to hint at 
the method type, the introduction of the article was exam- 
ined (<20%), and in rare cases (<1%), the entire article was 
studied. The first and second author discussed all cases in 
which there could be doubt about the method type, seeking 
input from experts in the respective fields if necessary. Arti- 
cles can use multiple method types. 

Subject area (u10—u28) is the subject on which the arti- 
cle focuses. To identify subject area, we used a procedure 
similar to that for the identification of method type, though 
rather than directly classifying articles into categories, we 
described them by a set of keywords that actually appeared 
in the abstract. In total, we used approximately 1150 key- 
words. We then regrouped these keywords into 41 sub- 
groups and then into 19 subject areas that we defined after 
frequent deliberation among coauthors. We assessed the 
reliability of this classification with the following proce- 
dure: JM and JMR each periodically publish the classifica- 
tion in subject areas for all articles they publish, using their 
own (and, occasionally, author-selected) subject areas. We 
assessed the overlap in the subject area classification by 
both journals with our classification of all articles in these 
two journals. In 84.2% of the cases, there was a perfect 
overlap between our classification and the JM and JMR 
classifications. In 8% of the cases, JM and JMR also identi- 
fied other subject areas in addition to those we identified. 
When this was the case, we reexamined the article, and in 
21% of such cases, we also included the additional subject 
area. In 7.8% of the cases, JM and JMR did not identify the 


Citations as Drivers of Article Impact / 175 


subject area we identified. In such cases, we again reexam- 
ined the article, and we reverted to the journal’s assessment 
in 15% of such cases, but we kept our own article classifi- 
cation in the other cases. Overall, these results show a high 
reliability of our categorization when they are compared 
with interrater reliabilities that are deemed to be acceptable 
(85%) (Kassarjian 1977; Tellis, Chandy, and Ackerman 
1999).3 Articles can belong to multiple subject areas. 


Independent variables: social constructivist perspec- 
tive. We discern two dimensions within the social construc- 
tivist perspective: visibility and personal promotion. We 
operationalize visibility through the use of multiple mea- 
sures. To reflect Merton’s (1968) Matthew effect, we use (1) 
the authors’ publication record (c1) by summing all authors’ 
prior publications in ЈЈЕМ, JCR, JM, JMR, and MKS since 
the journals’ inception; (2) editorial board membership (c2) 
by including a dummy variable that indicates whether at 
least one of the authors has been a member of at least one of 
the editorial boards of the journals we studied between the 
year of publication of the article and two years after publi- 
cation date (1 if so, and 0 if otherwise); and (3) the ranking 
of the business schools (c3) at which the authors hold posi- 
tions by taking the average business school ranking in 2004 
(provided by the Financial Times) across all authors. Busi- 
ness school ranking is a reverse-scored variable. Articles by 
authors who are affiliated with a high-ranking business 
school have a low value, whereas articles of authors who 
are affiliated with a low-ranking business school have a 
high value. 

To reflect the other mechanisms described in the theory 
section, we also include centrality (c4), U.S. affiliation (c5), 
and number of authors (c6). Centrality is the minimum 
score across the authors of their individual centrality in the 
discipline. To find a researcher’s centrality, it is necessary to 
find the shortest route of the author to all other researchers 
(based on coauthor relationships) and then to compute the 
average across all these paths (for more information, see 
Goldenberg, Libai, and Muller 2005). We inventoried this 
measure for each author in our database from the Web site 
www.mconnectivity.com; of 1688 authors, 82 yielded miss- 
ing values, and 46 did not yield a value, because they were 
too separated to calculate centrality. We used the April 
2005 update of the Web site to inventory this measure. 
Information requested from www.mconnectivity.com 
revealed that the delay in the update is a minimum of two 
months and a maximum of five months. Thus, April 2005 is 


3We do not have such data on the other joumals—IJRM, JCR, 
and MKS—and therefore we cannot conduct a similar analysis. 
Although our analysis shows that our classification is reliable for 
JM and JMR and though there does not seem to be any reason to 
expect any difference for the other journals, the reliability for 
these other journals may be higher or lower. 

4Furthermore, we inventoried and included the two other 
variables of the marketing connectivity project by Goldenberg, 
Libai, and Muller (2005) ш the models we present subsequently. 
However, the Lehmann number showed high collinearity with the 
average centrality, whereas the number of coauthors showed high 
collinearity with author publication record. Therefore, we dropped 
both from the analyses and included only the centrality measure. 
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the best update to use given that our dependent variable was 
based on all citations until December 31, 2004. Note that 
centrality is a reverse-scored variable. Articles with at least 
one author who is central to the discipline (i.e., has coau- 
thored with many different researchers who, in turn, have 
coauthored with many different researchers) have a low 
value, whereas articles with all authors who are not central 
to the discipline (i.e., have coauthored with relatively few 
different researchers who, in turn, have coauthored with few 
different researchers) have a high value. U.S. affiliation is 
the share of all authors who have a U.S. affiliation, as stated 
on the article and inventoried using procedures similar to 
those of Stremersch and Verhoef (2005). Number of authors 
is the number of authors stated on the article. 

We also operationalize personal promotion through the 
use of multiple measures to reflect our theoretical argu- 
ments. Reference intensity (c7) is the number of references 
the article cites. Self-citation intensity (c8) is the number of 
times the authors self-cited the article in future work until 
December 31, 2004. 


Independent variables: presentation perspective. We 
discerned three dimensions in the presentation perspective: 
title length, the use of attention grabbers, and expositional 
clarity. Title length (p1) is the number of significant words 
in the title, in line with the work of Yitzhaki (2002). Atten- 
tion grabbers (p2-p5) are dummy variables for words in the 
title (coded as 1 when the word is included in the title and 
as 0 when this is not the case) that have a special appeal 
because they raise attention, such as "marketing" (p2), 
"market" (p3), and “new” (p4), and the number of key- 
words that are supplied by ISI (p5). The word “new” may 
hint at novelty (Van Dalen and Klamer 2005). The words 
"marketing" and "market" may be related to the core of the 
discipline. The number of keywords may affect the likeli- 
hood that the article is retrieved in electronic database 
searches. 

We measured expositional clarity as number of equa- 
tions (p6), number of figures (p7), number of tables (p8), 
number of footnotes (p9), and number of appendixes (p10) 
(these measures were inspired by the work of Ayres and 
Vars [2000]), as well as reading ease (p11) (this measure 
was inspired by the linguistics literature; e.g., Flesch 1948) 
(for an overview of all the measures, see Appendix A). 


Sample Description 


Dependent variable. A first way to characterize article 
citations in our sample is to examine how many citations 
the median article in marketing obtains. Figure 2 displays 
the number of citations, excluding self-citations, the median 
article in each of the years in our sample has obtained to 
date. We present these numbers for the median article 
across journals and also per journal (as of December 31, 
2004). Overall, articles in JM are cited more often than arti- 
cles in any other major marketing journal. Conversely, 
IJRM is less cited than any other major marketing journal. 

A second way is to assess which articles are the most 
influential in the marketing discipline. A simple examina- 
tion of the raw number of citations an article received by 
December 31, 2004, may provide only limited insights. By 


FIGURE 2 
Median Number of Citations of Articles in Major 
` Marketing Journals 


Median Number of Citatlons 





Year of Pubilcation 


Total sample 
JCR 
JM 


JMR 
MKS 
МАМ 





definition, the number of citations an article receives is dri- 
ven by the age of the article, which is commonly modeled 
using a quadratic time trend (see also Ayres and Vars 2000; 
Landes and Posner 1996). Therefore, we specify the follow- 
ing equation: 


(1) СПЕ, =а+1х0, +7Х 08 +Е,, 


where CITE, is the number of citations article К received 
(excluding self-citations). The multiplicative terms capture 
the time dependence in citations, in which Q, represents the 
number of quarters since the publication of article k. 
Because the procedure developed by Cameron and Trivedi 
(1990) shows that there is substantial overdispersion (p < 
.01), we estimate the model specified in Equation 1 as a 
negative binomial model and estimate it using quasi- 
maximum likelihood procedures and the quadratic hill- 
climbing optimization algorithm, which does not suffer 
from this problem. We can subsequently rank all articles on 
the residual £, of Equation 1. From this ranking, it is possi- 
ble to distill Table 1, which provides an overview of the 20 
most-cited papers. 


Independent variables. Table 2 describes our sample of 
articles along the drivers of citations. We offer a historical 
perspective in blocks of two years (except for the first year, 
1990) in Appendix B because this may also show how the 
discipline has evolved over time, but we do not discuss it at 
length for reasons of brevity. Column 1 in Table 2 contains 
the driver. Column 3 contains a single number (which is a 
count) when it pertains to the number of articles in an ori- 
entation (04—05), method type (и6-09), and subject area 
(u10-u28) and to the number of articles with attention- 
grabbing words in the title (р2-р4). Column 3 contains the 
average and the range in square brackets, for all other 
variables. In Appendix B, Columns 3-9 contain the average 
(01—03, c1—c8, p1, p5-p11) or the count (u4-u28, p2-p4) of 
all these variables for the subperiods. 

At the level of the entire sample, for the variables in the 
universalist perspective, we conclude that 496 of all articles 


А ТАВІЕ 1 
The 20 Most-Clted Articles Between 1990 and 2002 


Rank Тор 20 Most Cited (Corrected for Time) 
1 Hoffman and Novak 
2 Jaworski and Kohli 
3 Anderson and Narus 
4 Fournler 
5 Kohli and Jaworski 
6 Narver and Slater 
7 Doney and Cannon 
8 Cronin and Taylor 
9 Day 
10 Alba et al. 
11 Ganesan 
12 Zeithaml, Berry, and Parasuraman 
13 Muniz and O’Guinn 
14 Novak, Hoffman, and Yung 
15 Bettman, Luce, and Payne 
16 Lynch and Апеу 
17 Garbarino and Johnson 
18 Slater and Narver 
19 Bitner 
20 Webster 


Јошта! Number of Citations 
(Publication Year) (Absolute Number, December 2004) 
JM (1998) 227 
JM (1993) 347 
JM (1990) 384 
JCR (1998) 124 
JM (1990) 373 
JM (1990) 358 
JM (1997) 170 
JM (1992) 337 
JM (1994) 263 
JM (1997) 153 
JM (1994) 254 
JM (1996) 178 
JCR (2001) 34 
MKS (2000) 63 
JCR (1998) 95 
MKS (2000) 60 
JM (1999) 76 
JM (1995) 185 
JM (1990) 260 
JM (1992) 236 
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Sample Characteristics for Independent Varlables 


Universalist Perspective 
Quallty: article order (Н) 
Quality: awards 
Quality: article length 
Domain 
Orientation: behavioral 
Orientation: quantitative 
Method type: conceptual 
Method type: empirical 
Method type: methodological 
Method type: analytical 
Subject area: new products 
Subject area: business-to-business 
Subject area; relationship 


Subject area: brand and product management 


Subject area: advertising 

Subject area: pricing 

Subject area: promotions 

Subject area: retalling 

Subject area: strategy 

Subject area: sales 

Subject area: methodology 

Subject area: services 

Subject area: consumer knowledge 
Subject area: consumer emotions 
Subject area: other consumer behavior 
Subject area: consumptlon behavlor 
Subject area: international marketing 
Subject area: other 

Subject area: e-commerce 


Soclal Constructivist Perspective 
Visibility: publication record ' 
Visibility: editorial board membershlp 
Visibility: business school ranking (R) 
Visibility: centrality (R) 
Visibility: U.S. afflliation 
Visibility: number of authors 
Persona! promotion: reference intensity 
Personal promotion: self-citation Intensity 


Presentation Perspective 
Title length 
Attention grabbers: marketing 
Attention grabbers: market 
Attention grabbers: new 
Attention grabbers: number of keywords 
Expositional clarity: number of equations 
Expositional clarity: number of figures 
Exposttional clarity: number of tables 
Expositional clarity: number of footnotes 


Expositional clarity: number of appendixes 


Expositional clarity: reading ease 


Number of observations 
Notes: R = reverse scored. 


win a best-paper award and that average article length is 
14.4 pages. Most articles have a behavioral orientation. 
Most articles in the marketing discipline also are empirical 
and develop a conceptual theory. As Appendix B shows, 
this is a constant throughout the 1990—2002 period. Brand 
and product management, methodology, strategy, consumer 
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TABLE 2 


Value 


Average [range] 
Average [range] 
Average [range] 


Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 
Count 


Average [range] 
Average [range] 
Average [range] 
Average [range] 
Average [range] 
Average [range] 
Average [range] 
Average [range] 


Average [range] 
Count 
Count 
Count 

Average [range] 

Average [range] 

Average [range] 

Average [range] 

Average [range] 

Average [range] 

Average [range] 


Entire Sample 


45 [1, 27] 
.04 р, 1] 
144 [4, 35] 


1190 
483 
754 

1412 
342 
297 
132 
186 

91 
303 
218 
132 

75 

72 
228 

78 
255 

61 
225 
143 

92 
145 

54 

87 

28 


10.8 [0, 83] 
6 [0, 1] 
59.1 [1, 101] 
6.0 [4, 12.4] 
„В [0, 1] 
2.2 1, 7] 
46.2 [0, 313] 
2.1 [0, 37] 


7.0 [1, 20] 
177 


157 
99 
6.1 [1, 12] 
4.0 [0, 57] 
2.0 [0, 18] 
3.3 [0, 29] 
5.9 [0, 38] 
6 [0, 9] 
22.9 [0, 58] 


1825 


knowledge, and advertising are the largest subject areas. 
From a historical perspective, the subject areas that have 
undergone a rise in interest are brand and product manage- 
ment (in the last two years), retailing (at the end of the 
1990s), and e-commerce (especially at the turn of the 


century). 


Next, we discuss the social constructivist variables. The 
sum of prior articles by authors (publication record), which 
is 10.8 over the entire sample, consistently increased with 
the rising maturity of the marketing discipline. Although 
10.8 may be surprisingly high, note that this is the sum of 
prior articles by all authors of the article. Because the aver- 
age number of authors is 2.2, the average number of prior 
articles per author for the journals in our database is 4.9. On 
average, 63% of all articles published in 1990—2002 in the 
five journals under study involve an editorial board member 
of one of these five journals. This has changed little over 
time. The average business school ranking for the authors of 
an article is 59.1, and the average centrality is 6.0. As 
Appendix B shows, the average share of U.S. authors 
declined from .9 to .7, an evolution that Stremersch and 
Verhoef (2005) also illustrate, and its overall sample mean 
is .8. The average number of references increased steeply 
from approximately 40 at the beginning of the 1990s to 
approximately 50 in most recent years, and the overall sam- 
ple mean is 46. The average number of self-citations is 2.1. 

Finally, we discuss the presentation variables. Articles 
have titles with an average count of seven significant words 
and, on average, include six keywords. The average article 
has four equations, two figures, three tables, and six foot- 
notes. One in every two articles has an appendix, and the 
Flesch reading ease is, on average, 23, which is considered 
difficult (Bauerly, Johnson, and Singh 2005). 


Analysis 


Model 


To assess the influence of article and author characteristics 
on citations, we specify the following model: 


4 
(2) CITE, = a+ У @, xD,)+7,Q, +A Q 


1=1 


R 5 T 
+ ш ха + > 5, XC, + 9 0, X Pug + Ex» 
rel tal 


sal 


where D, = 1 when i = j and 0 otherwise. 

In this equation, CITE,; represents the number of cita- 
tions that article k in journal j gathers, and D, represent the 
journal dummies (with MKS being the base alternative of 
which the main effect is captured in the intercept). The mul- 
tiplicative terms capture the time dependence in citations, in 
which Оуу represents the number of quarters since the arti- 
cle has been published. Thus, we allow the time dependence 
to vary across journals. The meaning of the other variables 
is as follows: ц, are parameters capturing the effects of uni- 
versalist drivers of citations ш-ир (В = 28), 5, аге parame- 
ters capturing the effects of social constructivist drivers of 
citations ст—с< (S = 8), and Ө, are parameters capturing the 
effects of presentation drivers of citations p;—py (T = 11). 
Again, we estimate this equation using a negative binomial 
specification, estimated with a quasi-maximum likelihood 
procedure and the quadratic hill-climbing optimization 
algorithm. We present our estimates and fit statistics in 
Table 3. In addition to the model in Equation 2 (Model 4), 


we estimate three models: (1) a universalism model (Nested 
Model 1), (2) a social constructivism model (Nested Model 
2), and (3) a presentation model (Nested Model 3). The 
number of observations is 1757, but this drops to 1531 
when we include the number of keywords (p5) because it 
suffers from missing values. 


Fit and Robustness 


The likelihood ratio index (LRI; also called McFadden's p- 
square) of our full model (as in Equation 2) is .241. This is 
satisfactory given the complex phenomenon we aim to 
explain. Moreover, the LRI has the property of being more 
stringent than a regular R-square measure because, in gen- 
eral, the LRI is substantially lower than the regular R- 
square. We also report the Akaike information criterion and 
the Schwarz information criterion. The fit statistics for 
Nested Models 1—3 show that Model 1 (universalist per- 
spective) has the highest fit (LRI = .128), Model 2 (social 
constructivist perspective) has the second highest fit (LRI = 
.096), and Model 3 (presentation perspective) has the lowest 
fit (LRI = .080). We found that all models (1—4) provided a 
better fit to the data than a restricted model that contained 
only the other variables for which we controlled (journal 
dummies, including their interactions with time and time- 
squared). 

We conducted several robustness checks. First, Models 
1-4 in Table 3 show that the estimates are relatively similar 
across model specifications. Except for number of appen- 
dixes, none of the variables change sign. Significance levels 
are affected to some extent for several reasons, including 
the increasing number of parameters that are estimated 
(though there were no signs of harmful collinearity; for the 
correlation matrix, see Appendix C) and the drop in the 
number of observations when presentation is added (due to 
missing values on the number of keywords). 

Second, because some journals have more articles per 
issue or more pages per article on average, such variables 
may also be standardized. We ran all our analyses with stan- 
dardized variables, and standardization does not affect any 
of our findings. 

Third, it might be argued that JJRM is a journal of a dif- 
ferent nature than the other four: (1) It has a different and 
more diverse geographic background, and (2) we have data 
on far fewer articles in JJRM than апу of the other journals 
in our sample. Therefore, we ran all our analyses without 
including any JJRM articles. The results we found are 
similar. 

Fourth, we explored nonlinear effects of, for example, 
article length, productivity, centrality, title length, and the 
expositional variables by incorporating quadratic effects of 
these variables. However, none of these quadratic effects 
improve the model fit. We also explored interaction effects, 
which also did not improve model fit and were unstable. 

Fifth, we tested different methods of controlling for the 
age of an article in several ways. A first method was to 
include q + Inq as a time trend rather than q + 42. The model 
results were exactly the same. A second method was to fix 
the duration we allow for an article to obtain citations. We 
fixed this duration to four years. Again, our findings were 
the same, except for one estimate (which captured the influ- 
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ence of the subject area “офег”) that became less signifi- 
cant and one estimate (which captured the influence of the 
subject area “retailing”) that became more significant. Two 
more estimates became more significant (for tables and 
appendixes), but theit sign was counter to theoretical expec- 
tations (negative). 

Sixth, it might be asked whether the effect of article 
order is continuous, as is modeled now, or whether it is 
reflective of a “lead article” phenomenon. To test this, we 
also estimated a model in which we replaced the variable 
article order with a lead article variable, which took the 
value of 1 when the article was the lead article in an issue 
and the value of 0 when the article was not the lead article. 
We found similar results. For the awards variable, it might 
be argued that because the O’Dell Award considers a long 
period (five years), the award committee may include the 
number of citations of an article as an implicit criterion, 
leading to endogeneity. Therefore, we also estimated a 
model in which the O’Dell Award is not taken into account. 
Again, we found similar results. 

Seventh, business school rankings are always debated, 
regardless of the source. We also operationalized this 
variable using BusinessWeek’s rankings and tried different 
types of operationalizations (dummies when the school was 
included in the ranking or not, average rank across authors, 
and minimum. rank across authors). The results remain 
highly similar. The reason we report the measure based on 
the Financial Times, rather than the measure based on Busi- 
nessWeek, is that BusinessWeek is more U.S. based, whereas 
Financial Times is perceived as more global. Next, we 
detail our estimates and test our hypotheses. 


Hypotheses Testing 


Table 4 provides an overview of our hypotheses, the under- 
lying theoretical arguments, and the results of our testing. 
The results are based on the findings for the individual 
effects in Table 3, which we discuss next. In confirmation of 
Hia we find that article quality—as reflected by article 
order (ш =-.02, р < .05 [reverse-scaled]), awards (до = .34, 


р < .01), and article length (рз = .04, р < .01)—has a sig- 
nificant, positive effect on article citations. 

We also find that domain affects article citations. This 
seems to apply mostly to the subject area and less to the ori- 
entation or the method type; articles that use methodologi- 
cal (Ug = —24, р < .01) and analytical (по = —41, р < .01) 
method types are cited less than those that use conceptual 
theory and empirical articles in Nested Model 1 but not in 
the full model. Articles on relationship marketing (u2 = 
55, р < .01), services marketing (U2, = .53, р < .01), and 
e-commerce (Иља = .77, р < .01) tend to be cited more than 
other articles, whereas articles on advertising (Ија = —28, 
p < .01), sales (Шо = —32, р < .01), consumer knowledge 
(роо = —14, p < .05), and other topics (роу = —23, p < .05) 
tend to be cited less than other articles. Given full confirma- 
tion of H,, and partial confirmation of Нь, we find support 
for the universalist perspective on article citations. 

Providing partial confirmation for the positive effect of 
visibility on article citations (Но), we find that publication 
record (8; = .00, р < .10), editorial board membership (6, = 
ЛА, р < .01), and business school ranking (ёз = -.00, p < 
.01 [reverse-scaled]) positively affect the number of cita- 
tions an article receives, but the effects we find for central- 
ity (64 = .10, p < .05 [reverse-scaled]) and number of 
authors (86 = —.06, p < .05) run counter to our expectations. 
A reason the articles of central authors may receive fewer 
citations than the articles written by authors who are less 
central to the discipline may be that in addition to visibility, 
the articles differ in content. The contributions of central 
authors may be more incremental, whereas impactful break- 
throughs may develop especially at the boundaries of the 
discipline. A reason the articles with more authors may be 
less influential than those with fewer authors is that authors 
may be less committed to promote the article when there 
are many authors because of a lack of intellectual owner- 
Ship. Thus, visibility of an article may actually decrease 
with increasing number of authors. Finally, we find that the 
effect of U.S. affiliation becomes nonsignificant in the full 
model (compared with Nested Model 2). This contrasts 


TABLE 4 
Overview of the Hypotheses, the Underlying Theory, and the Results 
Effects 
Theoretical Perspective Dimension Hypothesis Confirmed? Underlying Theory 
Universalism Quality На (+) Yes Inspiration 
Reliability 
Domain Hip (+~) Partial Domain size 
Relevance 
Maturation 
Divergence in citation practices 
Social constructivism Visibility Hog (+) Partial Attention 
Personal promotion Нор (+) Partial Confidence in findings 
Attention 
Indebtedness 
Presentation Title length Haa (+/-) ' No Information content 
Complexity 
Attention grabbers Hap (+) No Attention 
Exposttional clarity Hag (+) Partial, at best Accessibility 
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Ability to promote content 


with prior research by Stremersch and Verhoef (2005) and 
may have two predominant reasons. First, U.S. author affil- 
iation may covary with other author and article characteris- 
tics that are already covered by the other variables we 
include in the full model. Second, the significant drop in 
number of observations (in the full model as compared with 
Nested Model 2) increases the threshold for significance. 

Providing partial confirmation for Hoy, we find that per- 
sonal promotion—as operationalizated by self-citation 
intensity (5g = .08, р < .01)—positively affects the number 
of citations an article receives, though it does not do so 
when operationalized as reference intensity ($; = .00, p > 
.10). Overall, we find support for the social constructivist 
perspective on the number of citations an article receives. 

In contrast, we find only fragile evidence for the presen- 
tation perspective, as postulated in H4. We find that title 
length does not affect the number of citations. Thus, we do 
not find any confirmation for Нза. 

Attention grabbers in marketing do not seem to be as 
effective as we postulated. The effects are inconsistent 
across models, and overall they are weak. The only effect 
that is significant, though it is only marginally significant, is 
the use of the word "market" (04 — .14, p « .10). However, 
closer inspection shows that this is entirely due to the term 
"market orientation," which has become an impactful con- 
cept in marketing (see Table 1). We conclude that there is 
no confirmation for H3p. 

Furthermore, the results for expositional clarity are 
mixed, at best. We find that there is a negative effect of the 
number of equations (0 = —.01, p < .05) and a positive 
effect of the number of appendixes (910 = .00, p < .01) on 
citations. Contrary to our expectations, we find that reading 
ease negatively affects citations (0; = —.02, р < .01). The 
reason may be that expositional clarity in general and read- 
ability in particular are not always considered positive by 
peers. Metoyer-Duran (1993) finds higher readability scores 
among rejected than accepted articles, and Armstrong 
(1980) finds that peers rate less readable articles of higher 
quality, even when the content is exactly the same. Overall, 
we conclude that the evidence for Ha, is mixed. 


Discussion 


Conclusion 


In this article, we contrasted, synthesized, and simultane- 
ously tested three theoretical perspectives on the influence 
of article and author characteristics on the number of cita- 
tions an article receives. We found full or partial confirma- 
tion for the universalist and social constructivist view on 
science, but we found virtually no confirmation for the pre- 
sentation view on science. Our findings contribute to the 
marketing and scientometrics literature. In the marketing 
context, to the best of our knowledge, this study is the first 
to examine drivers of article citations in a comprehensive 
and structured manner. Given the recent surge in attention 
for scientometric issues in the marketing discipline, this 
article is likely to stimulate intense debate, both positive 
and negative. However, this debate among marketing schol- 
ars is greatly needed, not only for the marketing discipline's 


sake. If marketing scholars do not debate drivers of citations 
(which are essentially a “marketing of science" problem), 
who else should, can, or will? 

In the scientometrics context, this study adds to the few 
scientometric studies that aim to explain article citations. It 
is the first to rigorously develop and simultaneously test the 
three perspectives and come to a clear synthesis. It also 
adds new variables to prior operationalizations of these 
three perspectives, such as awards (in the universalistic per- 
spective); editorial board membership, business school 
ranking, centrality, and self-citation intensity (in the social 
constructivist perspective); and title length and attention 
grabbers that refer to the domain (in the presentation 
perspective). 


Implications for Scientific Stakeholders 


This research has several implications for scientific stake- 
holders. We discern two main scientific stakeholders: the 
management of scientific journals (editor, editorial board, 
sponsoring associations, and publisher) and the academic 
scholar. 

The management of journals. Managers of scientific 
journals strive to maximize the impact of their journal and, 
thus, the articles it publishes. This article shows that quality, 
which, in its widest meaning, is the dominant “acceptance” 
criterion that journals use, should not be editors’ only con- 
cern. Several other considerations should come into play. 

First, editors should be aware of the possible influence 
of particular domains. We identified subject areas in which 
articles typically receive more citations than average. We 
found that articles in the e-commerce domain wielded the 
greatest influence and have been truly pathbreaking because 
they mark the start of an entirely new line of research. The 
relative higher impact for articles on services and relation- 
ships reflects the increasing importance of these two 
domains in marketing in recent years (Vargo and Lusch 
2004). Following this development, editors have called for 
more research in this area (e.g., Bolton 2003). When it is 
decided for other reasons to nurture domains in which arti- 
cles have less-than-average influence, journal managers 
may seek alternative means of promoting this work (e.g., 
adding a special conference, commentaries). 

Second, we found that article length positively affects 
citations. Because article length is important, there is a clear 
argument for journals to “invest” in more journal space, 
even if the number of submissions and acceptances remains 
constant. This fits McAlister’s (2005) recent conceptual 
argument on journal space. 

Third, because highly productive scholars have more 
influence in general, a fair question is whether editors 
should strive to stimulate submissions from such authors. 
This could be done by actively soliciting or inviting manu- 
scripts from these authors and visiting departments with 
many productive scholars on appointment. Although the 
former approach has been implemented by JMR (e.g., under 
the term of the late Dick Wittink), the latter is followed by 
almost all editors who took tenure at a major marketing 
journal over the last five years. However, such an approach 
may also be criticized. Although it may increase the jour- 
nal’s impact, it may also enhance the Matthew effect (Mer- 
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ton 1968) in science, which may conflict with the “true” 
(universalist) motivation of scientists. 

Fourth, our findings suggest challenges for editors in 
making their journal more relevant to practitioners. The 
Matthew effect we cited previously is contained within mar- 
keting academia. Practitioners may have their own pecking 
order. Thus, strengthening the Matthew effect may be detri- 
mental to practical relevance. In addition, it is conceivable 
that more readable articles will have a greater impact on 
practice. At the same time, however, we find that it may 
hurt citations by negatively affecting an article’s credibility. 
Thus, editors must engage in a balancing act between the 
academic audience and their (potential) practitioner 
audience. 

Fifth, our finding that personal promotion—as opera- 
tionalized by self-citation intensity—affects article citations 
also has implications for journals. Reviewers and editors 
should probably be lenient on self-citations and not neces- 
sarily view them as researcher vanity but rather as a sign of 
programmatic development and good personal promotion. 


The academic scholar. Because our research shows that 
high-quality research is cited more than low-quality 
research, the prime stimulus of academics to produce new 
knowledge with high rigor remains. However, our study has 
some clear implications for the individual academic scholar 
that may not be straightforward or at least not always on 
academics’ minds. 

First, career orientation toward specific subject areas is 
an important consideration. Although such decisions are 
driven by interest and expertise, an academic scholar who 
seeks strong influence in the discipline may also account 
for other aspects, such as the influence prior work in these 
areas has typically wielded. A subject area’s popularity 
itself evolves over time, and thus the results in Table 3 can- 
not provide a guide for the future but only a reflection of the 
past. Second, because publication record affects citations 
through visibility, it may be worthwhile to cooperate with 
highly experienced coauthors when an author does not have 
much of a record him- or herself. Third, in the review 
process, some editors may push authors to reduce article 
length. In our personal experience and from talking to col- 
leagues, authors seem to comply easily with these guide- 
lines. However, the results encourage authors to “fight 
back” on this and, rather than immediately conceding to 
editors, devote more effort to convincing editors that article 
size is appropriate by emphasizing the contribution they 
make to the literature—that is, if the disagreement on article 
size stems from a lack of information on the editor’s part 
rather than an overly positive assessment of the author 
toward his or her own work. у 


Implications for Practitioners 


This article also has several implications for practitioners. 
First, Table 2 and Appendix B inventory the marketing dis- 
cipline along many different characteristics and the evolu- 
tion therein over the 1990-2002 period. This is informative 
to practitioners because it shows, for example, the extent to 
which the discipline or journals can reflect on decision 
areas they face. 
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Second, Table 1 contains the 20 articles that, after we 
correct for time, have had the greatest impact on the 
advancement of scientific knowledge in the marketing dis- 
cipline. An academically interested marketer may consider 
reading these top 20 articles to develop an understanding of 
important paradigms in marketing. 

Third, the results at least hint that articles that aim to 
have a high impact in marketing science may be different 
from articles that aim to have a high impact on marketing 
practice. For example, social constructivist characteristics 
of authors that positively influence academic citations (e.g., 
editorial board membership, self-citation behavior) may be 
different from social constructivist characteristics of authors 
that positively influence impact in practice. The latter are 
likely to include membership of business communities 
rather than editorial board membership and referencing in 
business press and newspapers rather than self-citations in 
academic journals. The academic community may have a 
different pecking order (e.g., the Matthew effect) than prac- 
titioners, which is problematic given that the elements that 
determine the academic pecking order may be idiosyncratic 
to marketing academia and may not be relevant to 
practitioners. 

Fourth, the results on presentation hint that scientific 
impact does not have much to gain from expositional clar- 
ity. If researchers act to maximize citations (which seems to 
be the current driving force at many top business schools), 
this finding does not hold great promise for the future read- 
ability of journals for practitioners. Although journals and 
scholars alike should act to build stronger bridges with 
practice, the question remains whether top journals will 
provide good (and readable) sources to practitioners for 
new marketing knowledge in the future, a concern that 
Bauerly, Johnson, and Singh (2005) also express. 

Fifth, it is encouraging that we find that article quality is 
the most important driver of citations. However, whether 
there is a relationship between what academics judge to be 
a high-quality article and what practitioners deem relevant 
is a question that needs further investigation. 


Research Limitations 


First, although we discerned different method types of arti- 
cles, we did not distinguish different empirical methodolo- 
gies within the empirical method type. Further research that 
investigates differentiation between methodologies would 
be most helpful, but it should go a step further than merely 
differentiating between lab experiments and field data, as 
prior studies have done (e.g., Bettencourt and Houston 
2001a; Tellis, Chandy, and Ackerman 1999). A related limi- 
tation that also applies to the subject area variables is the 
inherent flaws in categorization. Although we see no way to 
improve categorization and though our method seems to 
compare favorably with other categorizations in accuracy, it 
is a matter of concern, and caution should be taken in the 
interpretation of the findings. 

Second, we focused on the number of citations an arti- 
cle generates, excluding self-citations. This is consistent 
with prior scientometric studies on influence or attention. 
However, focusing on citations also has shortcomings 


(Baumgartner and Pieters 2003). That is, article citations 
may not always reflect transfer of knowledge or intellectual 
indebtedness but may, for example, be irrelevant or driven 
by strategic considerations (e.g., citing a possible reviewer) 
(Baumgartner and Pieters 2003). Therefore, further research 
that examines other measures of influence may be fruitful— 
for example, (1) the amount of press attention (e.g., cita- 
tions in The Wall Street Journal, The Economist, or 
BusinessWeek) a scientific article obtains, (2) the amount of 
educational attention (e.g., inclusion in textbooks, market- 
ing classics volumes, or business school class readings) it 
gets, and (3) the amount of “Web” attention (e.g., down- 
loads) it gets. 

Third, some of our measures for the independent 
variables are limited. We measure article quality by article 
order, awards, and article length, but these measures may 
also be related to visibility. Visibility is a different causal 
mechanism than quality, and using our measures, we may 
not be able to separate out both mechanisms clearly. 
Although future studies that develop better quality indica- 
tors may be valuable, it is unclear what indicators those 
would be. An alternative may be judgment by experts. 

Finally, this article opens up new issues that are not nec- 
essarily shortcomings of the current study. First, little is still 
understood about citation patterns at the individual article 
level. For example, why does Article A cite Article B? 
Research that builds on Baldi’s (1998) prior insights and 
method promises to be fruitful. Such research would also 
have high relevance in marketing, given that it can be tied to 
prior work on the influence of marketing in other domains 
(see, e.g., Baumgartner and Pieters 2003; Pieters and Baum- 
gartner 2002; Pieters et al. 1999) and coauthor networks 


(Goldenberg, Libai, and Muller 2005). It can also be tied to 
the finding regarding editorial board membership. We found 
that editorial board members were cited more than scholars 
who are not editorial board members. Considerable games- 
manship in citing editorial board members may underlie 
this finding. A course that could be taken to investigate this 
issue would be to examine whether joining the board of a 
journal causes a regime break in the number of citations for 
articles in that same journal that were (co)authored by that 
new board member. The difficulty of such a research 
endeavor is in determining the appropriate time lag to con- 
sider because the effect takes place on submission, not on 
publication, of an article. 

Second, how do disciplines compare with one another 
in the factors that drive article citations? For example, how 
does the marketing discipline compare with other business 
disciplines or some of its source disciplines, such as eco- 
nomics, sociology, and psychology? How do the social sci- 
ences compare with the natural sciences? These are valid 
questions worthy of empirical investigation. 

Third, we focus almost exclusively on the impact of 
articles on further scientific development through citations. 
However, a vast area remains unexplored; namely, what is 
the influence of scientific articles on marketing practice? 
Empirical investigation of this question is of high impor- 
tance to the field. 

In summary, this article contributes to early scientomet- 
ric insights on the influence of article and author character- 
istics on article citations, but it leaves many related issues 
open for further investigation. However, as the quest for 
citations is a prime extrinsic motivation for scientists, it 
deserves more attention. 


APPENDIX A 
Measurement of Varlables 





Variable Symbol Definition Measurement Description 
Dependent Variable 
Citation CITE Number of citations the article Count of the number of citations the article has 
has received. received until end of December 2004 from journals In 
the ISI-SSCI. 
Independent Variables 
Universalism 
Quality 
Article order (R) u1 Article order in Journal Issues. 1 (lead article in journal Issues) ... n (last article In 
Journal issues). 
Awards u2 Whether the article received a Dummy: 0 (If the article did not win a best-article 
best-article award. award) or 1 (If the article won a best-article award), 
based on best-article awards at JCR and МАМ, the 
Harold H. Maynard Award and the MSI/H. Paul Root 
Award at JM, the Paul E. Green Award and the 
O'Dell Award at JMH, and the J.D.C. Little Award at 
MKS. 
Article length из Length of the article. Count of the number of pages of the article. 
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Continued 
Variable Symbol Definition Measurement Description 
Domain | 
Orientation u4—u5 The orientation of the article: Two dummies: behavioral and quantitative (0 = does 
behavioral or quantitative. not belong to orientation, and 1 = belongs to 
orientation). An article may cover multiple 
orientations. 
Method type u6-u9 Type of method the article Four dummles: conceptual, emplrical, 
| uses: conceptual, emplrical, methodological, and analytical (0 = does not belong 
methodological, and analytical to method type, and 1 = belongs to method type). An 
(те 5, Chandy, and Ackerman article may cover multiple method types. 
1999). 

Subject area u10-u28 Subject area the article covers. ‚19 dummy variables indicating whether the article 
covers а subject area (0 = no coverage, and 1 = , 
coverage). An article may cover multiple subject 

areas. 
Social Constructivism 
Visibility 
Publication c1 The publicatlon productivity of Summation of the number of prior publicatlons of all 
record all authors in.the five authors before the article appeared in the flve 
considered journals. Journals we consider. 
Editorial board c2 Whether there is a connection Dummy indicating whether at least one of the authors 
membership between the authors of an of an article has been a member of the editorial 
article and an editoria! board. board of JCR, JM, JMH, MKS, or IJRM between the 
“ year of publication of the article and two years after 
publication (0 if this is not the case, and 1 if this Is 
the case). 
Business school c3 The Financial Times business The average business school ranking of all the 
ranking (R) school ranking of all authors of authors of an article (based on the business school 
the article. ranking of Financial Times т 2004). 
Centrality (R) c4 The degree to which the The minimum score across the authors on the articie 
author team is connected to of their individual centrality In the discipline. To 
other researchers in the calculate individual centrality of a researcher, the 
discipline. shortest route of this researcher to all other 
researchers (based on coauthor relatlonships) must 
be found, and then the average across all these 
paths must be computed. 
U.S. affiliation c5 Affiliatlon of the authors to Share of all authors of the article having a U.S. 
U.S. universitles or institutions. affiliation. 
Number of c6 Number of authors of the Count of the number of authors of the article. 
authors article. 
Personal Promotion 
Reference c7 Number of references In the Count of the number of references in the reference 
Intensity article. 15! of the article. 
Self-citation c8 Intensity with which authors of Count of the number of self-citations by all authors of 
intensity the article cite their own prior the article until December 31, 2004. 
work. 
Presentation 
Title Length | 

Title length pi Length of the title of the Count of the number of significant words In the title of 

article. article. 
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Variable 


Attention Grabbers 
“Marketing” in 
title 


“Market” In title 


"New" in title 


Number of 
keywords 
Expositional Clarity 
Number of 
equations 


Number of 
figures 


Number of tables 


Number of 
footnotes 


Number of 
appendixes 


Reading ease 


Symbol 


p5 


рв 


p7 


APPENDIX A 
Continued 


Definition 


The presence of the word 
"marketing" in the title. 


The presence of the word 
“market” in the titie. 


The presence of the word 
“new” in the title. 


The number of keywords for 
the article. 


Number of equations In the 
article. 


Number of figures in the 
article. 


Number of tables in the article. 


Number of footnotes in the 
article. 


Number of appendixes In the 
article. 


Flesch reading ease score. 


Measurement Description 


Dummy indicating whether the word "marketing" is 
present in the title of the article (0 = not present, and 
1 = present). 


Dummy indicating whether the word “market” is 
present in the title of the article (0 = not present, 1 = 
present). 


Dummy Indicating whether the word “пем is present 
in the title of the article (0 = not present, 1 = 
present). 


Count of the number of keywords as assigned Бу ISl. 


Count of the number of equations in the article. 
Count of the number of figures in the article. 


Count of the number of tables In the article. 


Count of the number of footnotes in the article. 


Count of the number of appendixes in the article. 


The Flesch reading ease score is obtained by the 
formula: 206.835 — [.846 x (number of syllables per 
100 words)] — [1.015 x (average number of words per 
sentence)]. The text is easier to understand as the 
score Is higher. 





Notes: R = reverse scored. 
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Torsten Ringberg, Gaby Odekerken-Schréder, & Glenn L. Christensen 


A Cultural Models Approach to 
Service Recovery 


Service recovery research remains conflicted in its understanding of consumers’ recovery expectations and of why 
similar goods or service failures may lead to different recovery expectations. The authors argue that this conflict 
results from the assumption that consumer recovery expectations are monolithic and largely homogeneous, driven 
mainly by behavioral, relational, or contextual stimuli. Instead, recovery scenarios involving high-involvement (i.e., 
self-relevant) goods and service failures may activate closely held, identity-related cultural models that, though 
ultimately applied to regain balance (a foundational schema), differ according to their sociocultural heritage and 
create a range of unique consumer recovery preferences. The authors empirically identify three embodied cultural 
models—relational, oppositional, and utilitarian—that consumers apply to goods or service failures. Furthermore, 
the authors discuss implications for service recovery research and services marketing practice and introduce 
adaptive service recovery diagnostics that enable providers to identify and respond to consumers' varying recovery 


preferences. 


consumer-provider interactions are fundamentally 

relational. According to Johnson and Selnes (2004), 
companies prosper by allocating resources to build endur- 
ing interactions with their customers. This preoccupation 
with enabling and improving relationships is reflected in the 
services literature as well (see Gwinner, Gremler, and Bit- 
ner 1998). Thus, a dedicated relational terminology has 
evolved, such as "service communality" to explain 
consumer-provider friendship (Goodwin 1996, p. 292) and 
“commercial friendship" to describe consumers’ percep- 
tions of their relationships with marketers (Price and 
Arnould 1999). Similarly, McCallum and Harrison (1985) 
suggest that service encounters are first and foremost social 
encounters. 

The far-reaching assumption within the services litera- 
ture that most types of consumer-provider interactions are 
relational has flowed downstream to recovery research. 
Here, researchers argue that a satisfactory recovery varies 
according to a range of relational factors, including con- 
sumers' brand relationship level (Aaker, Fournier, and 
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Brasel 2004), the duration of the relationship (Bolton 
1998), and consumers’ relational recovery expectations 
(Anderson and Sullivan 1993). 

The findings from these research projects disagree 
about why one or more recovery initiatives (e.g., apology, 
empathy, compensation, replacement, explanation, timeli- 
ness, assurance of no recurrence) are indispensable in one 
situation but pointless in another. The jury remains out 
about the cause of these contradictions (see Tax, Brown, 
and Chandrashekaran 1998), but we argue that they are the 
result of the provider failing to account for consumers’ cul- 
tural models, which create unique recovery preferences and 
expectations after a goods or service failure. Moreover, our 
finding that more than one cultural model is in use across a 
population group speaks to Smith, Bolton, and Wagner’s 
(1999) cautionary remarks that customers may not be as 
homogeneous as previously assumed in terms of their 
evaluation of the effectiveness of service recovery attempts. 
Each identified cultural model sets the stage for a unique 
customer-provider interaction, and two models contradict 
the predominantly relationally oriented recovery paradigm. 
Barnes’s (1997) finding that many respondents reported that 
they were highly satisfied but did not feel close to the 
provider suggests that not all consumers apply a relationally 
oriented cultural model in their framing of marketers and, 
by extension, recovery situations. 

Research in cultural psychology supports the notion that 
understanding and expectations are influenced by how 
people frame the world (D’ Andrade 19925; Holland 1992; 
Strauss and Quinn 1997). Cultural models govern most 
daily interactions, including social, professional, and per- 
sonal dealings, and are enabled and confined by the larger 
sociocultural settings within which people exist and through 
which they traverse. Typically, cultural models are tied in 
clusters to underlying, embodied foundational schemas 
(e.g., balance, journey, container) to which they give a 
range of cultural expressions. By understanding the cultural 
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models consumers apply to a service recovery context, 
providers may anticipate consumer recovery expectations, 
which could enable them to fine-tune their recovery initia- 
tives and improve consumer recovery satisfaction (e.g., 
Hess, Ganesan, and Klein 2003). 

The lack of an overarching theoretical and methodologi- 
cal approach to recovery research has left the field with 
conflicting findings and no systematic resolution. We pro- 
pose just such an overarching theoretical approach. In this 
article, we investigate the cultural models on which con- 
sumers rely when they interact with providers during ser- 
vice or goods failures and subsequent recovery initiatives, 
and we identify three major cultural models: relational, 
oppositional, and utilitarian. Whereas a cultural model per- 
spective is integrated into some consumer behavior research 
(Brumbaug 2002; Holt 1998; Thompson 1997), it is largely 
absent in services marketing (cf. Arnould and Price 1993) 
and entirely lacking in service recovery research. We argue 
that applying a cultural models approach to service recov- 
ery research (1) offers a novel approach to identify and seg- 
ment consumer recovery expectations, (2) links the founda- 
tional schema of balance to cultural model representations, 
(3) categorizes consumers' recovery preferences according 
to how they perceive the provider-consumer interaction, (4) 
suggests a theoretically grounded explanation of the incon- 
sistencies and contradictions in extant recovery research 
that may help reduce unexplained variance, (5) enables 
providers to develop adaptive service recovery initiatives 
that more closely resonate with consumers' different recov- 
ery preferences, and (6) sets the stage for identifying cul- 
tural models that are active among consumers engaged with 
services marketing. 


Theoretical Background 


Researchers who study the intersection of culture and cog- 
nition argue compellingly that cognition consists of subsets 
of shared cultural models that organize much of how people 
make sense of the world (D'Andrade 1992a; Dimaggio 
1997; Macrae and Bodenhausen 2001; Quinn and Holland 
1993; Shore 1996; Strauss and Quinn 1997); yet people in 
any given social environment are clearly not cognitive 
clones. Greater social mobility and divergent life experi- 
ences inevitably produce heterogeneous "thought communi- 
ties" (Shore 1996, p. 17), though their divergence is con- 
fined to available sociocultural resources. Each thought 
community is identified by the specific interpretive strategy 
or cultural model that it applies to make sense of a particu- 
lar issue. According to D' Andrade (1992b, p. 29), a schema 
(i.e., cultural model) can be understood as “an interpretation 
which is frequent, well organized, memorable [and] which 
can be made from minimal cues, contains one or more pro- 
totypic instantiations, is resistant to change, etc.” Cultural 
models are embedded in the flow of discourses and become 
internalized through experiential (e.g., exposure, practices, 
social feedback) and conceptual (e.g., media, books) pro- 
cesses (Dimaggio 1997). Thus, cultural models serve as 
both personal cognitive resources and cognitive templates 
for people (Macrae and Bodenhausen 2001; Shore 1996) 


and are typically heterogeneously distributed across a 
population. 

Because cultural models organize people's comprehen- 
sion, they reduce cognitive dissonance, confirm existing 
belief systems, and discount contrary evidence (Holland 
and Valsiner 1988). Accordingly, they provide a directive 
force that categorizes reality by typifying a person's world 
view and aspirations, as well as his or her normative expec- 
tations about how to act and react to people and situations 
(see Hundeide 1985; Zaltman 1997). For example, in orga- 
nizational research, Schminke, Ambrose, and Noel (1997) 
illustrate how people's moral judgments are guided by the 
cultural models they apply. In providing “sustenance and 
justification for reasoning, intentions, and action in life, that 
is, common sense" (Jensen 1987, p. 24), cultural models 
also provide people with a sense that they live in a world of 
comprehensible experiences. Cultural models influence 
everyday life, including how consumers make sense of the 
marketplace (Zaltman and Coulter 1995). 

Cultural models typically emerge from deeper and more 
widely shared foundational schemas (Shore 1996). Founda- 
tional schemas are the most abstract concepts, commonly 
derived from concrete, universal, bodily experiences, such 
as balance, body as container, or journey (see also deep 
metaphors by Lakoff and Johnson [1980]): For example, the 
“dreamtime” schema (based on the deep metaphor of jour- 
ney) underlies many Australian aborigines’ cultural prac- 
tices and cultural models (Ross 1997). In contrast, Samoan 
cultural practices and models pivot around а center- 
periphery foundational schema (Shore 1996). As founda- 
tional schemas become instantiated, animated, and 
endowed with different cultural "surface" meanings (i.e., 
cultural models) in different domains of experience (Hol- 
land and Quinn 1987), heterogeneous meaning communi- 
ties arise. For example, in Thompson and Troester’s (2002) 
analysis of microcultures in the natural health marketplace, 
the search for harmonious balance (foundational schema) is 
articulated through a multitude of healing philosophies (i.e., 
cultural models), from homeopathy and macrobiotics to 
naturopathy and Ayurvedic approaches. Though articulated 
differently, the foundational schema of harmonious balance 
provides at least some members of natural health communi- 
ties with a deep sensation of related worldviews. However, 
investigations of cultural manifestations of foundational 
schemas remain rare, which is unfortunate because if 
researchers do not engage in the rhythm and flow of the 
cultural milieu within which a foundational schema is 
expressed, they overlook remarkable insights that could be 
garnered from its various and, at times, conflicting cultural 
manifestations (Csordas 1994). 

Cultural expressions of foundational schemas (internal- 
ized as cultural models) serve as cognitive tool sets that 
help people navigate and respond to the world around them 
and create a sense of self. Typically, they change only grad- 
ually (e.g., acceptance of gender equality); dramatic 
changes often come at the expense of social upheaval and 
are a threat to the core sense of self. Broadly speaking, two 
categories of cultural models exist. The first category is 
peripheral to the sense of self and includes cultural models 
elicited in response to situation-specific environmental 
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inputs and feedbacks. These more superficial (to self) cul- 
tural models act as scripts within which social norms and 
ordinary discourse are nested (Bicchieri 2006). They are 
regularly updated when the gap between their instantiation 
and the feedback from the environment grows too large. 

The second category of cultural models is more cen- 
trally related to the core sense of self (i.e., identity related). 
Although both categories become anchored in neurological 
pathways, identity-related cultural models tend to be “stick- 
ier" and less susceptible to situational amendment. That is, 
changes to identity-related cultural models constitute the 
equivalent of a conversion experience (Campbell 1995, p. 
113). Informatively, this “stickiness” is associated with 
“cognitive conservatism” (Hoch and Deighton 1989) and 
follows research on identity that suggests that the self con- 
sists of a supersaturated cluster of core (identity-related) 
cultural models that tend toward consistency and stability 
over time (Hogg and McGarty 1990; Wiley and Alexander 
1987). In proposing a neurobiological argument, Peracchio 
and Tybout (1996) argue that cultural models are not easily 
purged or replaced because of the considerable, ongoing 
cognitive efforts involved in reconfiguring established 
neurological-cognitive connections. Research suggests that 
people apply substantive cognitive processing and deeply 
held, well-learned, self-pertinent convictions and tropes to 
situations that interfere with self-relevant goal pursuits (i.e., 
high self-relevance) (Bandura 1989; Carver and Scheier 
1990; Macrae and Bodenhausen 2001, p. 248) and to stress- 
ful situations (Kruglanski and Webster 1996). 

In relating this personal-relevance threshold insight to 
recovery research, we argue that consumers who experience 
high-involvement (i.e., self-relevant) breaches rely on 
identity-related cultural models (see Hundeide 1985; 
Thompson 1997; Zaltman 1997). For example, a person en 
route to an important meeting who is served a lukewarm 
cup of coffee at a drive-through venue is likely to invoke 
more superficial cultural models to address the specific 
issue and thus may simply request a refill (with hotter cof- 
fee), essentially paying little heed to the incident. However, 
had the venue also fumbled with the payment and caused a 
prolonged delay, the situation would likely turn increasingly 
self-relevant (1.е., being late to the meeting) because it inter- 
feres with personal goal achievement and thus elicits a more 
profound reaction, bringing forth identity-related cultural 
models. 

Various implications of the cultural models approach 
emerge for recovery and services research. When identity- 
related cultural models are initiated, consumers apply them 
uniformly across contexts, regardless of whether the failure 
stems from a provider’s procedural, interactional, or distrib- 
utive breach. Moreover, given that the genesis of identity- 
related cultural models is based within a range of influential 
sociohistorical discourses, different cultural models lead to 
divergent consumer perceptions of providers and recovery 
expectations. We explore the range of these expectations 
next. On the basis of these findings, we then show how the 
cultural models approach may help resolve contradictory 
findings within existing recovery research while assisting 
providers in developing more individuated and adaptive 
recovery initiatives. 
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Method 


Twenty-four informants who had experienced goods/service 
failures were recruited. We aimed for sufficient diversity 
while ensuring some similarity among subsets of partici- 
pants to explore relationships to traditional demographics, 
psychographics, and sociocultural signifiers in identified 
themes. Fewer informants are needed because cultural mod- 
els are not private affairs (Gergen 1994), so deeper, collec- 
tively held beliefs and values can be identified from a rela- 
tively small sample. We identified an equal portion of 
informants through the customer service department of a 
major midwestern airline and from fliers posted in public 
places (e.g., libraries, restaurants). Each informant received 
$50 as compensation. 

We employed the Zaltman Metaphor Elicitation Tech- 
nique (ZMET; see Zaltman 1997; Zaltman and Coulter 
1995), a semistructured, in-depth interview format that 
focuses on uncovering informants’ deep-seated beliefs and 
values. This approach has been recommended for exploring 
deeply held and shared cultural models (Keller 2003). We 
used open-ended wordings to stimulate generally held 
thoughts and feelings across goods/service failures, as well 
as informants’ expectations of the provider in the wake of a 
failure. In preparation for the interview, each informant 
wrote down at least five thoughts and feelings about goods/ 
service failures. The informants shared a range of goods 
and service experiences that extended across years, which 
mitigates concerns about context and recency effects. Fol- 
lowing the ZMET approach and Quinn and Holland’s 
(1993) recommendation that the elicitation of folk knowl- 
edge should include an eclectic exploitation of all possible 
sources, we also asked the informants to bring pictures that 
illustrated their thoughts and feelings about goods/service 
failures. According to Heisley and Levy (1991), photo elici- 
tation techniques both stimulate and bring to the conscious 
level informants’ deeply held thoughts and feelings, provid- 
ing additional insights into their “hidden minds” (Zaltman 
2002). The combination of approaches elicited rich and 
descriptive insights into the informants’ conceptual land- 
scapes. The interviews were slated to take about two hours 
but often extended beyond this period because of the infor- 
mants’ involvement and interest in sharing their thoughts 
and feelings. 


Analysis 
Our interpretive analysis follows the approach outlined by 
the grounded theory framework (i.e., open, axial, and selec- 
tive coding) (see also Strauss and Corbin 1990). It is a 
discovery-oriented system (Wells 1993) that follows a 
sequential process in which the analyst identifies and labels 
each unique meaning construct in each narrative. The initial 
code list is modified and elaborated on as the hermeneutical 
analysis progresses and as newly encountered meaning con- 
structs inform previously identified ones. The coding 
process produced more than 200 unique meaning con- 
structs, illustrated by 1200 quotations contained in 405 
single-spaced pages of text. No new constructs emerged 
after the 11th interview, which is largely in line with the 
findings of Zaltman (1997) and Zaltman and Coulter 


(1995). Our independent and double-coding processes con- 
verged in most cases; we discussed and resolved. any 
discrepancies. 

Following an iterative process, we combined related 
constructs into metaconstructs. For example, we combined 
the constructs “feeling exposed,” “need to keep your guard 
up,” and “should have been cautious” into the metaconstruct 
“feeling vulnerable.” In turn, we linked metaconstructs 
within each narrative with one another according to the 
flow of the narrative, and finally we collapsed them into 
dominant themes (for details, see Thompson 1997). In addi- 
tion to the textual analysis, we produced cognitive maps 
(Christensen and Olson 2002) for each narrative, depicting 
both core constructs and their linkages as expressed by 
informants. These cognitive maps provided an additional 
tool with which to identify themes and clusters both within 
and across narratives. As the analysis progressed, three 
dominant cultural models emerged—relational, opposi- 
tional, and utilitarian—each of which dominated a subset of 
narratives (see Table 1). 


Findings 


Balance 


Before discussing the cultural models that influence con- 
sumers' recovery expectations and preferences, we briefly 
address the notion of the foundational schema (i.e., embod- 
ied deep metaphor) of balance that underlies all the narra- 
tives. Within the United States, the search for balance 
emerges across various discourses and cultural models, 
including social and legal justice (Winter 2001); interper- 
sonal norms of fairness (Lakoff and Johnson 1999); and 
moral, psychological, and physical well-being (Corrigan 
1987). Similarly, the balance schema (or deep metaphor) 
plays an important role in the services literature. For exam- 
ple, in equity theory, parties to an exchange relationship 
compare the ratios of their exchange inputs with their out- 
comes to achieve a fair distribution of benefits (Houston 
and Gassenheimer 1987). That is, consumers' attempts to 
attain a satisfactory outcome are based on an underlying 
search for fairness or balance (Bolton, Warlop, and Alba 
2003). 

The foundational schema of balance influences recovery 
expectations as well, emerging in various cultural “surface” 
recovery expectations (i.e., cultural models) available to 
consumers. Each cultural model establishes a unique under- 
standing of the consumer-provider interaction, stipulating 
as its fundamental tenets the necessary actions that will 
reinstate a sense of equilibrium after a breach. As several 
respondents noted, 


When I experience a failure, I have a need for an explana- 
tion: "This is why it happened and I’m sorry. I'll make it 
up to you.” (Interviewer: And why is that necessary to 
make it up?) That keeps things balanced. If I drive this 
time, you should drive next time. Just to keep things fair. 
Just to keep things balanced and just to keep one person 
[from] taking ... advantage of another. I mean not that I’m 
worried about my friends taking advantage of me, but it's 
comforting when it puts you and your friends on a more 
even footing when things are balanced. (William) 


When things aren't balanced, there's one person that's 
doing more, taking advantage of or being taking advan- 
tage of. I believe when things aren't balanced, there's a 
definite incongruity in how things are. I believe that there 
should be balance in all things. I do believe that you are 
entitled to some sort of compensation. They made an 
offer, and 1 agreed. I accepted that offer, and I expected 
them to fulfill that. (Barry) 


From a service recovery position, identifying cultural 
models that guide people's perceptions of balance enables 
providers to reconcile, reconstitute, and repair (i.e., reestab- 
lish balance) goods or service failures better. Next, we iden- 
tify and discuss three cultural models, each of which rep- 
resents an imbricated layer of cultural meaning that 
influences a unique set of consumer recovery expectations 
and consumer search for balance after a goods or service 
failure. 


Relational Cultural Model 


The relational cultural model is applied by people who 
express a strong desire to maintain emotional ties with the 
provider, even in the face of adverse events. A rupture in the 
social fabric (e.g., caused by a self-relevant goods/service 
breach) introduces an emotional disequilibrium, or liminal 
state, that these people want to rectify to restore the emo- 
tional attachment and sense of self-efficacy. The uneasiness 
that some informants experienced during a rupture in the 
relationship with a provider is comparable (at least in kind) 
to the anxiety experienced during separation (Berman 
1988). When describing their anxiety, informants invariably 
introduced highly affect-laden allegories, such as estrange- 
ment, betrayal, or feelings of being slighted, let down, and 
hurt: 
From my perspective, a product failure is very similar to 
being let down by a friend because, you know, if you had 
plans or something and they were supposed to be there or 
they were supposed to call, and if they don't, you don't 
think you are worth calling or are that important. So it's 
like an insult. You don't know what and who to believe in. 
You feel vulnerable and exposed. (George) 


Even relational informants who blame the provider 
often soften the blame through their willingness to be 


, &ccommodating and understanding. This blame focuses not 


on the breakdown in the goods or service (e.g., Folkes and 
Kotsos 1986) but rather on the potential breakdown in the 
relational aspect of the interaction. Therefore, among such 
consumers, the recovery process centers not on restitution 
or product replacement but rather on reestablishing an emo- 
tional bond with the provider. The urge to reestablish emo- 
tional bonds is also illustrated by their desire to work 
through failures, to help the company “patch up ruptures" in 
the relationship, and to endure rather strong challenges (see 
Lewicki and Bunker 1995): 


I buy Brand X products, and they take products I return. I 
feel cared about. Even if it’s only a product, their product 
has established a friendship with me, and I feel that it 
helps [patch] up our relationship and keep negative occur- 
rences outside of the friendship. (Chad) 


To these consumers, the perceived sincerity of an apol- 
ogy and the admission of wrongdoing (and explanation of 
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why things went wrong) by the company are critical for a 
successful recovery and go a long way toward restoring a 
damaged relationship because such actions validate the cus- 
tomer’s sense of importance and (self-) respect: 


Well, I think the only way for me to feel better about this 
situation is if they completely admitted to us that this was 
a frustrating experience, that they’re really sorry for how 
this panned out. You want to be respected, and you want to 
think that somebody cares about you. It is important that 
they admit they did it wrong. It makes me feel validated. 
(Belle) 


When these informants experience a satisfactory recovery, 
their loyalty increases, which is consistent with the recovery 
paradox (Smith and Bolton 1998). Rather than deterring 
customers from future purchases, goods/service failures fol- 
lowed by successful recoveries increase customer loyalty 
for customers who employ a relational cultural model dur- 
ing recovery (see Blodgett, Hill, and Tax 1997; Price, 
Arnould, and Teirney 1994). 


For example, the product that [Provider Y] sent back was 
so much better. They really did reengineer this. I saw 
improvement; therefore, I’m going to continue buying the 
product. You know, you not only satisfy the problem but 
you now have me as a stronger customer in some cases 
because you proved you can come up with your end of the 
deal when it goes wrong. So that closure is like in a rela- 
tionship where you go through the rocky moments, but if 
you handle it tight and you reinforce or compensate for 
what went wrong, then it’s almost a secret loyalty. There 
are couples who never have disagreements and never went 
through anything that was challenging together, so it 
didn’t really grow that strong. It can be a bonding 
moment. (Jaime) 


As in all interpersonal relationships, a sense of respect, 
validation, arid being cared for restores the social bonds by 
reestablishing and validating consumers’ self-worth and 
self-esteem (Aron, Paris, and Aron 1995). In addition, these 
customers do not expect a windfall. As long as no one 
winds up markedly ahead or takes unfair advantage of the 
other, satisfaction ensues. George illustrates this position in 
the following quote: 


Well, whatever it takes to make it even. I’m not looking to 
get ahead of situations that have gone wrong. If it is a 
failed thing, the scales are going to be tipped more in the 
company’s favor instead of mine, and if it was the other 
way—you know, if I got some sort of satisfaction—then 
they would be tipped maybe slightly more in my favor, at 
least back to normal. Satisfaction would be getting at least 
comparable or maybe a little bit more in return from what- 
ever loss you suffered. 


Despite partaking in highly asymmetrical relationships 
with providers, whose intent is often based on nonaltruistic, 
even calculative motives (see Price and Атоша 1999), rela- 
tional consumers show forgiveness, forbearance, and toler- 
ance. Having anthropomorphized (i.e., projected emotional 
qualities onto) the provider, they perceive their relationship 
as real and entirely plausible. 

Conversely, a goods/service failure may lead to a sense 
of embarrassment, in that the consumer blames him- or her- 
self for choosing the wrong partner. That is, a failure 
reflects poorly on the consumer's ability to judge others: 
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(Interviewer: Can you describe your thoughts and feelings 
towards the provider?) Mad and frustrated combined with 
a sense of being taken advantage of. You don't want to be 
slighted, disrespected. It makes me feel bad, like that I 
wasn't smart enough to see this coming and should have 
used a different plumber. (Belle) 


In general, self-embarrassment can be attributed to merito- 
cratic individualism, an attitude that is particularly prevalent 
in Western societies, in which personal failures/successes 
are attributable to the self rather than to sociocultural 
(dis)advantages (Fassett and Warren 2004). Relationally 
oriented consumers are particularly vulnerable to feelings 
of guilt, shame, and fear of losing respect. In turn, they may 
be more hesitant to share their experiences publicly, which 
may help explain the well-documented but little-understood 
observation that some consumers refrain from complaining 
(Harari 1992). 

Although these consumers' actions and expectations are 
driven by an urge to reestablish a perceived relationship 
with the provider, consumers may end up leaving the 
provider if it does not respond in kind. Likewise, and 
though it does not change these consumers' interactions 
with other providers, a series of repeated failures by a 
provider is regarded as showing disrespect for the consumer 
and eventually dissuades even the most relationally inclined 
consumer from remaining loyal to a provider. This likeli- 
hood parallels findings in social psychology that show that 
a relationship can withstand only a finite number of trans- 
gressions before it dissolves (Rodrigues, Hall, and Fincham 
2006). The following quotation from Belle speaks to this 
issue: 

I think a company is obliged, as far as if something nega- 

tive happens, to try to fix up the situation. Because it is 

like you've been friends for years and years and years. If 
you're holding out your hand trying to patch the friend- 
ship up and that person just do you over again, you 
become angry. You'll begin to wonder, Will we ever be 
friends again? I mean buying products is a friendship. In 

the case of the Sony products I bought, not only did the 

product fail me, but they were very late on their 

promise—on following up with a voucher so I could buy 
something instead. 

Although providers are not able to influence the rela- 
tional cultural model that governs interpersonal conduct, 
some are increasingly exploiting the positive associations 
this cultural model brings to some consumers' minds. A 
case in point is Petrof's (1997, p. 26) denunciation of the 
consumer relationship movement as the “latest gospel" of 
marketing management, which exemplifies how providers 
engage in the discourse of consumer relationship manage- 
ment to encourage consumers to buy into a virtual interper- 
sonal relationship. 

The sociohistorical antecedents of, these consumers’ 
relational cultural model hark back to at least the preindus- 
trial agricultural era (Sheth and Parvatiyar 1995). During 
this time, the concept of domesticated markets and relation- 
ship orientation were dominant; close, cooperative, and 
interdependent interactions between sellers and buyers were 
perceived as being of great value (Kalwani and Narayandas 
1995). Relational bonding emerged because of the need to 
conduct business with other trustworthy people and because 


ownership was linked with the management of business. 
Evidence of such clan trading exists today within networks 
of traders (Sheth and Parvatiyar 1995). Regulations even 
existed to prevent “hit-and-run” sellers from becoming part 
of the market system. As permanent retail shops were estab- 
lished, the continuous interaction between owners and con- 
sumers necessitated interreliance and trust; these relation- 
ships sometimes continued for generations (Sheth and 
Parvatiyar 1995). However, following the advent of mass 
production, marketers became increasingly separated from 
direct contact with consumers, and the relational discourse 
was largely confined to and enacted in rural neighborhoods 
with “mom-and-pop” stores (Mayer 1989). 

Heightened competition during the first part of the 
twentieth century forced smaller firms to embrace personal 
relationships with consumers and the related notion of the 
sovereign consumer (1.е., the customer is king) as a point of 
differentiation in their competition with larger mass sellers 
(Trentmann 2006). Because of producer excesses, abuses, 
and failures during industrialization, a new legal apparatus 
was erected to protect consumers, which led to the initiation 
of the reintegration and reinstatement of relationships with 
consumers (Everson 2006). This rise in the “sovereign con- 
sumer discourse” and the idealization of a rural past and 
nostalgia for a more interconnected and pristine era, cou- 
pled with intense competition for customers and technolog- 
ical advances, caused even larger firms to embrace the rela- 
tional gospel (Gamble 2006; Petrof 1997). The relatively 
recent ascent of the relational discourse within commercial 
life marks a revival of relational norms and has made at 
least some consumers receptive to the overtures of rela- 
tional marketing, leading to an embodied relational cultural 
model and creating a dyad of commercial friendship (Price 
and Arnould 1999). 


Oppositional Cultural Model 


In contrast to informants who evinced a relational cultural 
model, informants with the oppositional cultural model 
evoked a consistently aggressive position toward providers 
in the wake of a self-relevant goods or service failure. 
Although general checks and balances in the marketplace 
offset the outright exploitation of consumers in general, 
oppositional consumers believe that marketers would not 
hesitate to take advantage of, coerce, and control them 
given the opportunity. Therefore, a goods or service breach 
is regarded as a potential initiation of this potent process. 

Issues related to control and dependence appear in chan- 
nels literature (Kumar, Scheer, and Steenkamp 1998; Nelson 
1976), but services marketing literature is limited with 
regard to consumer issues related to maintaining control and 
independence during consumer-provider interactions. For 
the oppositional consumer, during everyday encounters, 
social norms often prevent outright antisocial behavior; how- 
ever, in the case of a self-relevant goods or service failure, 
the thinness of this veneer cannot sustain the underlying dis- 
dain these consumers feel. Essentially, the consumer is ready 
to burst forth at the moment of a self-relevant transgression, 
almost as if a truce has been broken. 

When informants were probed more deeply about this 
oppositional stance, they conveyed that any consumer- 


provider interaction represents a potential source of 
exploitation that must be continuously monitored and 
quickly counteracted when a transgression surfaces. The 
following extensive quotation illustrates the oppositional 
cultural model: 


This picture represents an angry woman. She is plotting a 
course of action to get the situation resolved. We pay a lot 
for the meals we eat out; they are not cheap. They served 
us raw meat. It is like a call to arms. We move to action. 
We can't let people take advantage of us. We need to be 
assertive. We're going to talk to the waiter, to the manager. 
We're not going to be down here. Whatever it takes, we're 
going to make [Brand Z] do right by us. We're mad. If 
you're poorly served, we're gonna get mad and tell other 
people. We want to get back at them. Hey, you screwed 
us! This picture of a sumo wrestler illustrates that we're 
making battle plans and maybe we'll get the waiter or 
cook reprimanded. We're ready to attack the giants. We're 
the mice in a big den of cats, and the cats have malicious 
intent. We're on one side of the battlefield trying to figure 
out how we are going to attack these people. If they are 
not willing to rectify the situation, then do I boycott them? 
Do I tell other people? In general, I am not an aggressive 
person, but when it comes to somebody trying to take 
advantage of me, then I react. If they don't come through 
right away, it's time to go to battle. (Erik) 


For these informants, the consumer-provider interaction 
lasts only as long as they feel in control and the service 
provider meets their recovery expectations. Loyalty comes 
with a short leash, and these informants exhibit little, if any, 
interest in forgiving companies for failures or giving up 
fighting. Only when they achieve control are they pacified. 
These informants neither entertain nor accept the anthropo- 
morphized view of providers (so prevalent among the rela- 
tional informants) that “to err is human." Instead, goods or 
service failures are a battle over resources and evoke a call 
to arms: 


When things go bad, my armor's up, in general. Às soon 
as they don't comply, it's like now we're ın a fight. PI 
defend myself for the most part and get things right. I feel 
that I would be a person that would have more armor up, 
more resistance, defensive, opposition, ready to oppose. 
My car needed to be fixed, but they screwed it up. So I 
just went to the guy in charge and said, “1 just watched 
your guy mp the door panel off the latches.” He goes, 
“We’ll glue them back on, that's all we can do,” and I’m 
like, “I want it fixed.” Next day, I refused to pay, and 
when I went to get my keys, the guy jumps on my back 
and starts to fight. I just slammed him against the wall, 
though I had no intentions of hurting this guy. (Nick) 


The readiness to fight reflected in these comments has been 
related to mental predispositions or traits (e.g., Richins 
1983); however, we argue that these informants are not 
inherently aggressive. When they talk about friends and 
family, they convey endearing relational perspectives. 

A unique aspect of the oppositional cultural model is its 
notion of control and not wanting to be at the mercy of the 
provider. The following quotation highlights this feeling: 

Sometimes, ГІ get an airline representative who has a 

really difficult time with something that seems very sim- 

ple. So that makes me frustrated. In fact, sometimes I'll 

ask them if they're new or if they have to check with 

somebody. They have a difficult time figuring it out. That 
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is frustrating because it is out of my hands. I also had frus- 
tration with car problems over the years, and I guess that 
frustration comes from the fact that it puts me at some- 
body else’s mercy. That does not make me feel very good. 
(Jena) 


Consequently, a failure connotes that the provider has 
gained the upper hand and has the potential to impose 
demeaning or exploitative actions. Thus, to the oppositional 
informants, it is always better to be on guard, tentative, 
skeptical, and even cynical, as represented by Kevin’s 
comment: 


I'm always afraid that they'll pull out a trump. I was help- 
ing a friend get her computer up, but there was something 
wrong with it. I was afraid that they were going to say that 
their support only covers Windows Millennium Edition. 
Since this wasn't Millennium Edition, I didn't have an 
argument for that, and I was concerned about what would 
happen if they said that. And so it's a confrontational 
point. I want one thing, they want another. I mean I’m a 
big Star Trek person. One of my favorite quotes is, “I 
don't want to stop the exploitation. I want to be the 
exploiter." I'm not taking that literally, only as far as I like 
being the person who is in control of a given situation. 


This concern of not being in control, and thus being at the 
mercy of the provider, emerges across contexts and product 
categories, which suggests a generalized, yet interaction- 
specific (ie., stimulated by a self-relevant goods/service 
failure) cultural model. 

These informants' thresholds for becoming antagonistic 
are low. Underlying the fighting stance is the metapercep- 
tion that the consumer is the weak, vulnerable, and 
exploited player in the consumer-provider dyad: 

This is a picture of a boy walking on a pier. There's no 
real end. This kid's just kind of out there by himself. 
There are no barriers or railings or anything. So he's just 
left hanging out there, exposed and vulnerable, like if 
something fails or doesn't do what it's supposed to. The 
warranty is expired, and that's about it; there is no protec- 
tion against failures. It is a feeling of being alone, and 
there's nothing to stop them from taking advantage of 
you. You are vulnerable to the forces that you don't have 
any control over; you are lying down, and somebody is 
hammering on your head. (Kevin) 


A lackadaisical response by the provider to a goods or 
service failure is likely to be interpreted by an oppositional 
consumer as an adversarial move. Similarly, wben the com- 
pany stipulates restitution, it is interpreted as an attempt to 
disenfranchise rather than embrace the consumer. Opposi- 
tional informants indicate that the best tactic providers can 
adopt to ensure a successful recovery is to make customers 
feel in control throughout the recovery situation, possibly 
by providing a range of recovery options among which they 
can choose. Having a choice helps reestablish a sense of 
consumer empowerment and all-important control. This 
line of reasoning is reflected by Erik's comment: 

They need to present to me with options: What do you 

want so that this will be made right for you? Do you want 

a year's worth of car washes? Do you want us to fix the 

bumper? Do you want us to fix the bumper and give you 

the car washes? 
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Although the oppositional cultural model is just as emo- 
tive as the relational cultural model, it is entirely skewed 
toward the negative vector of the consumer-provider inter- 
action. Although relational informants may be upset with 
the failure situation, they rarely show contempt for the 
provider, and if they do, it is likely to be firm specific (i.e., 
caused by extensive and repeated failures). In contrast, the 
oppositional consumer's default perspective is that all 
providers are cunning, and the consumer-provider inter- 
action represents a temporary armistice in which both par- 
ties ultimately vie for control. 

We argue that the oppositional cultural model neither 
proceeds from prior relational interactions gone awry nor 
pivots on specific brands and instances. Instead, it resem- 
bles a deeply held ideology, which echoes Holt (2002), who 
associates consumer opposition with ideological predisposi- 
tions that lead consumers to be less sympathetic and sus- 
ceptible to developing and maintaining social ties and net- 
works through the exchange of goods and services. 

It is revealing that these informants are relatively conge- 
nial until a failure occurs. That is, in general, oppositional 
consumers remain affable (employing superficial cultural 
models of codes and social norms) and show no obvious 
signs of antagonism until the moment of a self-relevant 
transgression, which prompts their more deep-seated cul- 
tural models. Although some consumers eventually turn 
into activists (see Thompson, Rindfleisch, and Arsel 2006), 
the majority are likely to focus their gall on unsatisfactory 
repairs of the breach, as exemplified in Erik's statement: 


I will tell them nicely that something’s not right here. I’m 
listening, what are you coming back with? There's a hope 
that they will make it right. Probably in 3096 of the cases 
is when I go to battle. In the other 7096 of the cases, they 
will make it right. (Interviewer: And how does that feel?) 
It still feels like a moral and financial victory, even though 
I did not have to fight. 


The adversarial cultural model embraced by opposi- 
tional consumers in their framing of self-relevant failures 
flows from a larger current of consumer distrust and discon- 
tent with commercial providers, which, in the spirit of 
caveat emptor, place the entire responsibility of evaluating a 
product or service before acquisition on the buyer's shoul- 
ders (Holt 2002; Kozinets and Handelman 2004; Thomp- 
son, Rindfleisch, and Arsel 2006). Moreover, it is influ- 
enced by the Western industrialized legal system, which 
often sides openly with manufacturers to encourage contin- 
ued economic expansion (Mayer 1989). This largely asym- 
metrical division of legal power within commercial 
exchanges and the abuses it encourages on the part of pro- 
ducers has led many consumers to adopt a caveat emptor, or 
buyer beware, position as a dominant rule in the market- 
place (Nelson 1976). 

Further adoption of this cultural model is encouraged by 
the expositive writings of muckrakers (Protess 1991) and 
critical sensationalists, such as Vance Packard (1957). 
These and other writers/activists initiated an oppositional 
movement to change the laws governing commercial prac- 
tice that crystallized during the 1960s as consumerism—a 
coalition of efforts from disparate parties united to protect 


and enhance the rights of consumers (Aaker and Day 1982). 
Although these efforts have resulted in some legal reforms 
and improved business practices (Aaker and Day 1982), the 
notion of consumer exploitation remains very much alive in 
American culture, as articulated and championed by 
activists such as Ralph Nader (1975) and the self- 
proclaimed “culture jammers” of the anticommercialism 
movement (Kozinets and Handelman 2004). As evidence of 
the contemporaneity of this oppositional cultural model, a 
recent issue of Consumer Reports (Darnow 2005) even 
instructed readers that marketers should be regarded as 
opponents and the marketplace as a battlefront. 

Additional cultural foundations of the oppositional cul- 
tural model are the justice resolution discourse within the 
U.S. judicial system, which, at its heart, rests on the idea 
that pitting opposing forces against each other is the best 
means to ensure justice and the fundamental reestablish- 
ment of balance and parity (Van Koppen and Penrod 2003). 
As cultural members of the United States, people are taught 
early on that recourse to fairness and balance through reme- 
diation in court is not a last but rather a first resort. This 
belief has led one author to describe the United States as “a 
nation of adversaries” (Garry 1997). One of our informants 
even referred to a service recovery incident as “feeling like 
presenting your case in court.” Taken together, ideological, 
consumer, and legal movements have led to a guarded 
stance in the minds of some consumers, which is expressed 
in their basic concerns about control during self-relevant 
goods and service failures. 


Utilitarian Cultural Model 


Whereas Fournier (1998, p. 343) critiques attempts to 
reduce consumer-provider interactions to cognitive utilitar- 
ian decision making because it fails to capture "the talis- 
manic relationship consumers form with that which is 
consumed" (Belk, Wallendorf, and Sherry 1989, p. 31), our 
findings suggest that the utilitarian aspects of recovery 
expectations play a significant role among some consumers. 
The utilitarian cultural model embraces the classical ideal 
of rationality (Holbrook and Olney 1995) and subjective 
utility theory (i.e., prospect theory, mental accounting, and 
resource exchange) (Bolton 1998; Smith, Bolton, and Wag- 
ner 1999). The expected duration of a relationship is based 
on its future benefits weighed against the cost of discontin- 
uing the relationship. These informants neither take self- 
relevant goods/service failures as a personal attack nor view 
them as indicative of the providers' antagonism. Rather, 
failures are regarded as financial and time-related inconve- 
niences. Thus, in general, the success of a recovery situation 
for these informants depends on the provider's ability to be 
expedient and offer compensation for the effort and time 
invested: 

Yesterday, over at the mall in the computer store, we had 

to get a computer fixed, and it took them about an hour to 

just take my contact information, put it into the computer, 

wait for the computer to do it, and so on. In the meantime, 

they spent my time, which, based on my income, is twice 

as much as what the computer is worth. The least they 

could have done is offered something in return for recog- 


nizing the time that I had to spend by offering a $100 gift 
certificate. (Curt) 


This informant’s interaction might be likened to a business- 
to-business interaction in which neither party seeks emo- 
tional revenge or exchange, and an ongoing interaction per- 
sists only because of the extrinsic material benefits that 
each member accrues (Price and Arnould 1999). A failure is 
inconvenient and irritating because it prevents these infor- 
mants from going about their business in an efficient and 
timely manner (Childers et al. 2001), but it also represents a 
sign of potential systemic problems. The act of complaining 
and/or showing irritation serves as a negotiating tool that 
can be turned on and off and can be graduated according to 
circumstances. When such an act is deemed useless, these 
informants are likely to simply take note and move on: 


I go into every association, and I'm talking about service 
with an expectation of results. I go into a sloppy, greasy 
restaurant, and the expectation is I’m going to get a quick 
plate of eggs slapped down ш front of me for $2.50. I go 
to a hotel where I pay 50 bucks a night, [and] I know what 
I’m going to get. If you go to a doctor’s office and a nurse 
tells you, “You just have to accept that the doctors are 45 
minutes late,” I don’t have to accept that. Sometimes if 
your flight is delayed, you have to accept it, but I can 
decide what restaurant I want to go to. I can decide what 
doctor I want to go to. It’s just the way it is. So instead of 
getting angry and frustrated, I just take note of 1t. (Patric) 


Patric’s comment stands in stark contrast with both the rela- 
tional and the oppositional cultural models, in which even 
minor failures lead to strong emotional reactions. From a 
utilitarian perspective, self-relevant goods/service failures 
and recovery attempts are judged on the basis of rational 
parameters. If the consumer concludes that it is the com- 
pany’s fault (rather than the fault of external circumstances 
[e.g., the weather]), the recovery process should follow a set 
of procedural steps that go from acknowledging and explain- 
ing the problem to exchanging or refunding to compensat- 
ing for the time or energy invested in the recovery process. 

The following quotation exemplifies the matter-of-fact 
attitude among utilitarian informants when a breach occurs: 


We got very bad room service, hours after we had asked 
for it. Next morning, I talked to the manager. I stayed 
calm and rational. He eventually offered a free night stay 
in compensation, which I thought was fair for the inconve- 
nience. Had he not done that, it would have come to a 
point where I would just leave because in the long run, it’s 
not that big a deal. Either people respond well to my com- 
plaints or if they don’t, ГІ just leave and not come back, 
ever. I don’t get upset. (Emilia) 


If the likelihood of recovery is slim, rather than investing 
additional time and energy, these informants walk away 
from a failure and consider it a sunk cost. Thus, the failure 
is perceived as neither a betrayal nor a battlefront, nor is it a 
negative reflection of the self. Saving face is not a primary 
concern for this group of informants. 

Even when these informants have dealt with a company 
over an extended period, the consumer—provider interaction 
does not become relationally or emotionally tinged. In con- 
trast to the relational scenario, in which providers’ respon- 
siveness, empathy, and assurance over time strengthen satis- 


A Cultural Models Approach to Service Recovery / 205 


faction (Hart, Heskett, and Sasser 1990) and for which suc- 
cessful recoveries often increase consumers’ sense of loy- 
alty, to people with a utilitarian cultural model, each break- 
down adds to the risk of future occurrences. Each recovery 
is recorded and remembered, resulting in an overall lower- 
ing of expectations, the extent of which depends on the 
recovery. For utilitarian-framed recovery incidences, there 
is little room for the recovery paradox effect: 


They made it up to me, so Га have to say we are оп 
slightly lower ground because of what happened; just that 
I feel it’s very incompetent to give me back my car three 
times and not have it fixed two times. But so I guess on 
that level, I kind of lost a little bit of the confidence in the 
company, but then hearing what they did for my dad made 
me go, “Oh, they’re not so bad.” They really try. I proba- 
bly would buy a car from them in the future, but it’s not 
where it was before; it never can be. (Emilia) 


That utilitarian consumers have little regard for the tem- 
porality of the consumer-provider interaction coincides 
with Bettencourt's (1997) findings, which indicate that 
duration does not influence the type of relationship but 
rather contrasts with the assumption that, in general, 
consumer-provider relationships grow with increased inter- 
actions (Hart, Heskett, and Sasser 1990); this offers yet 
another perspective into the contradictions in recovery 
research. Utilitarian consumers neither revere nor villainize 
the provider, and their rational stance applies across recov- 
ery instances. 

The utilitarian position is supported by Lewicki and 
Bunker's (1995) findings, which suggest that some con- 
sumers maintain a calculus-based level of interaction, and is 
also present in equity theory (Smith, Bolton, and Wagner 
1999). The utilitarian cultural model is also likely related to 
Dick and Basu's (1994) concept of "spurious loyalty," 
which refers to a type of customer retention driven not by a 
strong favorable attitude toward the focal provider but 
rather by deliberate and calculated choices based on rational 
criteria. 

Although the supremacy of economic rationality (which 
emerged during the Enlightenment) came under assault by 
postmodernist reinquiries (Brockway 2001), the affectively 
cold and calculating ideal of rationality still holds a domi- 
nant position within and across Western thoughts and insti- 
tutional practices. The "rational man" still drives basic 
assumptions within science and many theoretical models 
that explore decision making among consumers, including 
prospect theory, which suggests that people weigh 
resources according to utility functions (Kahneman and 
Tversky 1979). The rationalist discourse, with its notions of 
objectivity, reason, and sound minds, also permeates legal, 
scientific, and sociopolitical institutions. Informants who 
employ this cultural model during a recovery scenario rely 
on a personification of the classical rationalist ideal of homo 
economicus. 


Discussion 


The cultural models approach we discussed herein focuses 
on eliciting and identifying shared mental constructs of 
sociocultural origin (i.e., cultural models) that have become 
part of people’s identity formation and understanding of the 
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world. It introduces an alternative theoretical framework for 
understanding consumers’ market interaction preferences 
during high-involvement encounters. The enduring and 
structuring role of cultural models on consumers’ recovery 
preferences has several implications for recovery and 
services marketing research. First, consumer reactions to 
breaches are guided by internalized cultural models that 
serve as cognitive resources. Second, many inconsistencies 
in existing recovery research may potentially be reduced by 
controlling for the presence of internalized cultural models. 
Third, the cultural models approach proposes a new type of 
segmentation criteria that enables providers to adapt their 
responses more effectively to consumers’ recovery prefer- 
ences. Fourth, although cultural models derive their motiva- 
tion from universal dispositions based on embodied (neuro- 
cognitive), foundational schemes—in this case, a need for 
balance—divergent sociohistorical manifestations of these 
are likely to be available to consumers at the everyday 
sociocultural surface. Fifth, cultural models are likely to 
influence consumer perception not only during goods and 
service breaches but also, and more generally, across high- 
involvement situations with providers. We discuss each of 
these points briefly. 


Cultural Models as Cognitive Resources 


Core cultural models activated in high-involvement situa- 
tions have remained largely unnoticed in services marketing 
and have been ignored entirely in recovery research. The 
prevailing assumption within consumer recovery research is 
that recovery expectations and preferences are largely 
monolithic across consumers and are evoked by behavioral, 
relational, and/or environmental stimuli. Behavioral pro- 
cesses are assumed to be delimited by the type of inter- 
action (e.g., procedural, interactional, distributive; see 
Greenberg 1990), in which each type of failure leads to a 
unique recovery preference. For example, interactional fail- 
ures (e.g., a rude flight attendant) demand interactional 
recovery initiatives (e.g., an apology). The environmental 
orientation argues that customer redemption preferences are 
based on industry or goods/service type, purchase size and 
price, and brand (Bitner, Booms, and Tetrault 1990; De 
Ruyter and Wetzels 2000; Maxham and Netemeyer 2002) or 
the “personality” of the brand (Aaker, Fournier, and Brasel 
2004). 

Whereas behavioral and environmental stimuli influ- 
ence recovery preferences during less self-relevant goods 
and service breaches, during high-involvement breaches, 
recovery preferences appear largely governed by self- 
relevant, core cultural models. This insight is echoed in 
Oliver’s (1989) proposition that recovery expectations 
likely vary according to internally held preferences, regard- 
less of the incidence and characteristics of the breach. Simi- 
larly, Rust and Verhoef (2005) show that loyalty disposi- 
tions toward providers depend on consumers’ internal 
dispositions (i.e., relationship or action oriented). 


Cultural Models and Inconsistent Findings in 


Recovery Research 


Cultural models have implications for recovery research 
findings, because they influence people’s reactions to both 


situational and self-relevant breaches. Failing to control for 
the influence of cultural models in experimental and survey 
research introduces the risk of confounding survey and 
experimental responses. The risk emerges along two main 
trajectories that we define as level- and type-dependent cul- 
tural models. Level-dependent confounds emerge from a 
lack of control over the levels of informant self-relevance. 
The same stimuli in a given study may lead some infor- 
mants to apply situational (not self-relevant) cultural mod- 
els and others to use identity-related (self-relevant) cultural 
models, depending on their level of involvement.! 

A type-dependent confound emerges from the presence 
of different types of self-relevant cultural models (i.e., rela- 
tional, utilitarian, and oppositional) among informants. That 
is, two studies that rely on identical stimuli (e.g., investigat- 
ing loyalty after a successful recovery) may produce differ- 
ent results because of type-dependent confounds created by 
the distribution of different types of cultural models across 
respondents. Considering the extensive contradictions in 
recovery research, the cultural models approach proposes a 
possible resolution, at least in part, to this conundrum, as 
we illustrate next. 

Smith and Bolton (1998) find that an increase in dissat- 
isfaction is due to recovery outcome failures, and in a dif- 
ferent study, Smith, Bolton, and Wagner (1999) attribute 
this increase to recovery process failures. Viewed through 
the lens of the cultural models approach, this discrepancy 
may be explained by the presence of cultural model level- 
and/or type-dependent confounds. That is, the stimuli may 
not have been perceived as equally self-relevant across the 
two studies and/or by informants within each study. In addi- 
tion, informants who regarded the stimuli as self-relevant 
may apply a different cultural model. As such, the focus on 
outcome failure observed in Smith and Bolton’s study may 
stem from a majority of informants being utilitarian/opposi- 
tional (wanting compensation and control), whereas in 
Smith, Bolton, and Wagner’s study, the focus on process 
failure may stem from a majority of informants being rela- 
tionally inclined (wanting an apology and explanation). 
Even a slight difference in the distribution of self-relevant 
cultural models across respondents could explain these con- 
tradictory findings. 

Another extant controversy surrounds the issue of 
whether prior experience mitigates consumer sentiments 
toward a poorly handled- complaint or botched recovery. 
This controversy also may be explained by the failure to 
control for level- and/or type-dependent cultural models 


ПР we assume that a survey elicits high-involvement responses, 
a self-selection bias may emerge because informants with a rela- 
tional cultural model would be more inclined to respond than 
informants with oppositional and utilitarian cultural models. Con- 
versely, if payment 1s offered, 1t may disproportionately inspire 
informants with a utilitarian cultural model to respond. 

2Рог example, if a slight majority had held utilitarian and oppo- 
sitional cultural models in the first study, a preference would have 
emerged for tangible and compensatory redemption, and a lack 
thereof would have led to a sense of outcome failure In contrast, 
if, in the second study, the majority had held a relational cultural 
model, they would have preferred an explanation and a personal 
apology, and a lack thereof would have been considered a process 
failure. 


among respondents. For example, using a brand equity 
approach, Aaker (1991) suggests that positive experiences 
build goodwill that mitigates the effect of a poorly handled 
complaint. Conversely, Kelley and Davis (1994) find that 
prior positive experiences lead to increased expectations 
(expectancy theory), which accentuate the negative effect of 
a poorly handled complaint. Both level- and type-dependent 
cultural model confounds may be at play here. The level 
confound is similar to the foregoing example, whereas the 
type confound may unfold as follows: The increase in loy- 
alty (i.e., brand equity theory) may result from studies in 
which the majority of informants hold a relational cultural 
model, whereas the decrease in loyalty (i.e., expectancy 
theory) may result from studies in which a larger share of 
informants hold a utilitarian cultural model (i.e., *no bank- 
ing" of prior positive experiences). A parallel argument may 
explain why some studies find industry-specific recovery 
preferences (De Ruyter and Wetzels 2000) whereas others 
find no effects at all (Smith, Bolton, and Wagner 1999). In 
support of the presence of a type-dependent confound and 
to their credit, De Ruyter and Wetzels (2000) acknowledge 
a potential unaccounted-for biasing effect from the presence 
of uncontrolled-for mental dispositions—in this case, vary- 
ing equity sensitivities, as originally proposed by Oliver 
(1997). 

Another example comes from Tax, Brown, and Chan- 
drashekaran (1998), who find that a majority of their infor- 
mants perceived excuses negatively because they associated 
the botched recovery with a failure by the provider to take 
responsibility and acknowledge the issue. This reaction 
could also be attributed to a majority of informants holding 
a utilitarian cultural model toward providers. Conversely, 
the unique experimental setting may involve a level- 
dependent confound because it may have stimulated situa- 
tionally cued rather than identity-related cultural models.3 

In one'of the few studies that controls for level- 
dependent involvement, Aaker, Fournier, and Brasel (2004) 
find that among highly involved informants, loyalty 
depends on brand personality (i.e., an exciting brand leads 
to high loyalty and a sincere brand to low loyalty). Given 
the small number of informants per cell (ten), even a slight 
difference in the distribution among informants' type- 
dependent cultural models across groups of informants 
could also explain this effect. That is, rather than the brand 
personality of the exciting brand driving the successful 
recovery and observed increase in loyalty, a majority of 
informants in this group might hold the relational recovery— 
type cultural model. In this case, loyalty would also end up 
increasing after satisfactory complaint handling by the 
provider. Conversely, the sincere brand-personality outcome 
with a successful recovery and subsequent decrease in loy- 
alty could result if a majority of informants in this group 
rely on the utilitarian recovery-type cultural model. In this 
case, loyalty would decrease after a single failure because 


3Informants responded to the survey while at work and after 
having received encouragement from a senior executive to answer 
conscientiously. Because the survey was anonymous and no direct 
gain or loss was at stake, the 1nformants may have relied more on 
situationally cued than self-relevant cultural models and thus may 
have applied a rational response. 
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each breach is conceived to increase the likelihood (in line 
with rational thinking) of future ones (including uncer- 
tainties about a company’s continued ability to deliver a 
successful recovery). It follows that the cultural models 
approach may explain not only the intermittent presence of 
the recovery paradox in recovery research (as we explicated 
previously) but also that of the double-deviation scenario. 
The double-deviation scenario, in which a product/service 
breach is followed by a recovery breach, is present only 
among relationally inclined consumers because only such 
customers experience a double disconfirmation of expecta- 
tions (a sense of disappointment and hurt). In contrast, for 
both oppositional and utilitarian consumers, the double 
breakdown represents a confirmation of expectations. That 
is, oppositional consumers expect providers to be cunning, 
and utilitarian consumers increase their expectations of a 
second failure on the basis of the occurrence of the first one. 

Although the general impact on recovery expectations 
diverges according to consumers’ cultural models in the 
unique instance of repeated (recovery) failures, both level- 
and type-dependent cultural models are likely to converge 
toward a similar outcome—namely, consumer exit.4 
Tellingly, recovery research investigating loyalty and satis- 
faction after repeated failures consistently supports this 
result (see Maxham and Netemeyer 2002; Ziethaml, Berry, 
and Parasuraman 1993). 

Finally, the cultural models approach may help explain 
why the personality trait-based approach (see Best and 
Andreasen 1977; Hirschman 1970; Richins 1983) has 
received mixed support across research studies (see also 
Oliver 1997, p. 374). The cultural models approach illus- 
trates that recovery preferences depend not on idiosyncratic 
dispositions (i.e., personality traits) but rather on internal- 
ized cultural models (see Dimaggio 1997; Shore 1991) 
related to the specific domain of consumer-provider inter- 
actions. Thus, even informants with oppositional cultural 
models emphasize that they interact differently when with 
families and friends. In other words, although the persis- 
tence of self-relevant cultura] models may appear as person- 
ality traits at first glance, these "traits" are not applied indis- 
criminately to all life events but rather are specific to 
particular institutionalized practices—in this case, the 
consumer-provider interaction in the marketplace. Simi- 
larly, other types of institutionalized practices, such as edu- 
cation (Allen 2002), marriage (Quinn 1987), and health 
food (Thompson and Troester 2002), are each surrounded 
by varying conceptualizations caused by unique sociohis- 
torically mediated and embodied cultural models. 


Cultural Models as Segmentation Criteria 


Segmentation aims to match actionable strategies with 
unique consumer preferences (Craighead, Karwan, and 
Miller 2004). In recovery research and elsewhere, such a 
match has yet to be achieved, not for lack of efforts but 
rather because efforts have been confined to behavioral, 


4Even people with a relational cultural model eventually may 
leave a provider (as they would in a regular relationship). How- 
ever, they would maintain their relational orientation toward other 
providers. 
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environmental, and sociodemographic segmentation signi- 
fiers (Darley and Smith 1995; Iacobucci and Ostrom 1993). 
A segmentation process guided by cultural models repre- 
sents a promising consumer-centric approach that captures 
dispersed mindscapes that show little overlap with more 
common segmentation signifiers. We argue that this lack of 
overlap is caused by the uneven and dynamic upward/ 
downward mobility of people across sociodemographic bor- 
ders, which leads to fragmented representations of self- 
relevant cultural models within any given population group 
delimited along these criteria. 

Though persistent (because of cognitive conservatism), 
the tacitness of identity-related cultural models (expressed 
in high-involvement consumer-provider interactions) 
makes it difficult to ascertain their patchy distribution. This 
insight introduces an additional layer of complexity to 
discursive- and practice-based (hobbies, interests, social 
classes, brand communities) segmentation efforts (e.g., Holt 
1997; Holt and Thompson 2004; Muniz and O’Guinn 2001; 
Thompson 1997; Thompson and Troester 2002) that 
explore the role of social structuring of consumer action 
(see Holt and Thompson 2004).5 In other words, recovery 
researchers should delve into and explore consumers’ cul- 
tural models to reach a fuller understanding of the dispersed 
distribution of recovery preferences. Although such an 
approach may introduce methodological challenges (given 
limited resources) for researchers, it is likely to offer new 
insights. Similarly, providers may want to create cultural 
models segmentation maps of consumers to attune their 
recovery initiatives to consumer preferences more effi- 
ciently. Alternatively, providers may try to assess and adapt 
to consumers’ cultural models (recovery preferences) as 
revealed during the early stages of the recovery interaction. 
We develop and discuss an adaptive recovery approach that 
enables providers to ascertain consumers’ cultural models 
immediately following a product and/or service breach in 
the “Managerial Implications” section. 


Cultural Models and Foundational Themes 


From a metatheoretical perspective, the cultural models 
approach links universal foundational themes (i.e., embod- 
ied deep metaphors, such as balance) with cultural models 
(i.e., culturally shaped and internalized representations). 
Specifically, our findings illustrate how a fundamental 
biopsychological need (i.e., largely culturally uncommitted) 
is shaped into cultural models based on prevalent socio- 
cultural/historical influences. This insight bolsters the cri- 
tique that Holland and Quinn (1987) raise, that it is insuffi- 
cient to focus solely on foundational themes (or deep 
metaphors), as some researchers have proposed (e.g., 
Lakoff and Johnson 1980), because this overlooks their var- 
ied cultural manifestations. That said, a categorization of 
cultural models according to foundational themes enables 
researchers to link cultural models with universal disposi- 
tions (foundational themes) and thus to identify an under- 
lying shared desire (in this case, the desire to restore 


5The distribution of cultural models within a given segment 
remains unknown. 


balance). It is possible that additional improvement in 
recovery practices results from a provider appealing to both 
the foundational schema of balance and a relevant con- 
sumer recovery preference (specified by one of the cultural 
models). This represents a potentially rich topic for explo- 
ration in future recovery research. 


Cultural Models and Relationship Marketing 


Finally, the cultural models findings have broad implica- 
tions for services marketing because the identified self- 
relevant cultural models associated with high-involvement 
recovery situations are likely to influence self-relevant (1.е., 
high-involvement) incidences across consumer—provider 
interactions. For example, consumer—provider interactions 
during the purchase of high-involvement goods and ser- 
vices, such as a house, a car, or a cruise, are likely to be 
governed by self-relevant cultural models that specify con- 
sumers’ preferred treatment by the salespeople. This insight 
broadens Bendapudi and Berry’s (1997) claim that only a 
utilitarian rationale serves as the primary driver of 
consumer-provider interactions because it introduces two 
additional cultural models (relational and oppositional) that 
involve different sets of consumer expectations and 
rationales. 


Managerial Implications 


The cultural models approach introduces several managerial 
implications for service recovery and services marketing. In 
recovery instances, providers must first distinguish between 
low- and high-involvement scenarios. Whereas breaches of 
less importance allow for superficial or even scripted inter- 
vention related to specific situational cues, breaches with 
high self-relevance require adaptive responses that match 
consumer recovery (identity-related) cultural models. This 
implication suggests that the more successful the provider is 
at creating a self-relevant connection between the service 
and the consumer, paradoxically, the less flexibility and 
control the firm has in managing consumers during failures. 
That is, the more involved a consumer is with a goods or 
services failure (and with purchases more broadly), the less 
the response becomes based on situational cues in the 
environment. 

That the adaptive character of the recovery is important 
is supported not only by these findings but also by research 
in clinical psychology that suggests that different people 
benefit from different interventions (Fisher, Beutler, and 
Williams 1999) and that it is more effective to adjust treat- 
ment plans according to people’s interpretive outlook than 
to change their outlook when providing therapy (Roth and 
Fonagy 1996). The “differentiated therapy” metaphor pro- 
vides a useful conceptual trope for the cultural models 
approach because it sensitizes marketers to the benefits of a 
customized response based on one of the three main recov- 
ery preferences (relational, oppositional, or utilitarian) for 
self-relevant (highly involved) breaches. 

The exception to a cultural model-tailored response 
appears to be in circumstances in which providers are able 
and willing to invest considerable efforts into the manipula- 
tion of people's (self-relevant) cultural models toward 


providers. More specifically, some research suggests that 
consumer-provider interactions that involve particularly 
meaningful, experientially charged events, such as river- 
rafting trips (Arnould and Price 1993) and intense brand- 
fests (McAlexander, Schouten, and Koenig 2002), change 
otherwise well-anchored identity-related (1.e., self-relevant) 
cultural models. Even such intensive and extraordinary 
cases are likely to create only provisional and brand-/ 
provider-specific changes that represent mental exceptions 
to people's identity-related cultural models normally 
applied to the consumer-provider interaction (see Muniz 
and O'Guinn 2001, p. 424). With the extensive involvement 
required to stimulate a "conversion" experience, most 
providers would be better off identifying and meeting con- 
sumers' existing core recovery preferences. Moreover, 
because these core cultural models all tap into the shared 
foundational schema of balance, providers may also 
enhance their interactions with customers and positioning 
by substantiating their messages with indirect (and perhaps 
direct) references to the deep metaphor of balance (Zaltman 
2002). 


Adaptive Service Recovery 


The cultural models approach provides a meaning-based 
segmentation process that resonates with consumers' recov- 
ery preferences but demands an intense consumer analysis. 
The latter is likely to take considerable resources, so instead 
we suggest that providers should embrace an adaptive ser- 
vice recovery approach implemented at the point of high- 
involvement goods or services breaches. This approach par- 
allels existing research on sales programs, according to 
which salespeople are trained to adapt their responses 
dynamically to the personalities, needs, and presuppositions 
of their clients (see Table 2) (Weitz, Sujan, and Sujan 1986). 
In line with Williams, Spiro, and Fine's (1990) finding that 
customers are more likely to “open up” and engage in dia- 
logue with salespeople who pose relevant questions, recov- 
ery specialists presumably could identify customers' recov- 
ery preferences by posing relevant questions. Because many 
frontline employees occupy dual roles as sales and service 
personnel, this task could be accomplished by incorporating 
an adaptive recovery element into existing sales training 
protocols. The training would be similar to the sensitizing 
of frontline personnel, who take the perspective of the cus- 
tomer (Brooksbank 1995). Speaking to this issue, Lambert, 
Marmorstein, and Sharma (1990) empirically show that the 
amount of training frontline personnel receive is related to 
the accuracy of their perceptions of customers. 

The skills that frontline personnel require to identify 
such cues include heightened introspection (understanding 
their own presuppositions), reliance on category-based 
knowledge structures to differentiate among the various cul- 
tural models customers employ, the ability to show empathy 
(take consumers' perspectives), personal efficacy (confi- 
dence), and cognitive flexibility to adjust recovery initia- 
tives to resulting expectations (see Lambert, Marmorstein, 
and Sharma 1990; Spiro and Weitz 1990). Such training 
increases the likelihood not only of satisfying and retaining 
consumers but also of improving employees' sense of 
"wholeness" and empowerment (Bowen and Johnston 
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Consumer Cultural Models. 


A consumer applying this 
cultural model ... 


Consumer responses to a 
failure 


Managerial diagnostics 


identifying cultural models. | 


The consumer ... 


A consumer's expected 
recovery Initiatives from 
providers 





TABLE 2 


Relational 


has a strong desire to 
maintain emotional ties 
with the provider and 
“work together” to make 
things right after a goods 
and/or service fallure. 


«Emotional (looking for 
consolation) 

*Anxious (6.g., sense of 
estrangement; betrayal; or 
being slighted, let down, 
and hurt) 

*Self-attribution 

*Self-embarrassment 

«Commitment to solve the 
problem 

*Recovery paradox effect 
possible 

*Willingness to forgive, 
absolve, and tolerate 


*Expresses hurt/vulnerabllity 
*Looks for consolation 

*|s helpful 

*May blame self 

«Shows understanding 


‚ «Will work with the provider 


*SIncere apology 
*Show respect 
*Care for the customer 


' eExplanatlon of why things 


went wrong: 


“eAssert the Importance to 


have consumer as a 


partner 


Oppositional 


evokes a suspicious and 
oppositional postition 
toward providers after a 
service and/or goods 
failure. 


*Emotlonal (aggressive, 
distancing) 

*Caveat emptor 

*Not willing to forgive 
*Emotional/angry 
*Tentative, skeptical, and 
cynical 

*Recovery paradox unlikely 
*Does not forgive easily 


els antagonistic 

«Ватез provider 

els aggressive (I am being 
exploited) 

els overly demanding 

Shows willingness to fight 

*Suggests excessive 
redemption 


Provide a range of 
recovery options among 
which the consumer can 
choose (sense of control) 

*Resist satisfying excessive 
demands 


Overview of Consumer Cultural Models and Diagnostics 


Utllitarlan 


weighs future benefits of the 
relationshlp against the 
incurred cost (in time and 
effort) stemming from the 
goods and/or service 
failure. 


‚ ©Provider attribution 


*Equity approach/homo 
economicus 

*[nconvenient to the 
achievement of personal 
goals 

e|rritated 

*Recovery paradox unlikely 


els not emotional, but firm 
els rational 

*Expects compensation for 
time/discomfort 

•15 pragmatic 


eAcknowledge (take 
responsibility) and explain 
the problem 

•Ехсћапде or refund 

Compensate for time or 


energy 


1999). We provide an overview of the diagnostics that iden- 
tify cultural models and the associated consumer recovery 
expectations in Table 2. 


Limitations and Suggeetione for Further 
Research 


The insights from our research provide a series of avenues 
for further research. First, it would be useful to investigate 
whether existing provider recovery strategies lead to group- 
ings (self-selection) of consumers according to their cul- 
tural recovery models. For example, providers that empha- 
size a relational recovery strategy likely disenfranchise 
consumers with utilitarian and oppositional cultural models. ` 
Likewise, it would be worthwhile to study the influence of 
the identified cultural models on self-relevant (high- 
involvement) consumer—provider interactions in general. A 
confirmatory finding of their influence would have reper- 
cussions across the marketing field and enable providers to 
interact with consumers in more adaptive, personalized, 
resonant, and meaningful ways. 
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Second, the lack of identification of self-relevant cul- 
tural models in existing recovery research makes it difficult 
to tease out the influence these may have had on current 
recovery findings. Thus, it would be productive to reinvesti- 
gate existing recovery research topics with controls for con- 
sumers’ cultural models toward providers. We expect that 
such an investigation would reduce observed inconsisten- 
cies and decrease the unexplained variance. 

Third, further research would benefit from surveying 
and comparing more broadly consumer characteristics and 
the distribution of relational, oppositional, and utilitarian 
cultural models. The size of our sample is such that we can 
provide only exploratory evidence regarding the distribution 
of cultural models within a population group (see Table 1). 

Fourth, it would be of interest to tease out further the 
recovery paradox dynamics across the consumer cultural 
models scenario. Whereas the relational recovery scenario 
suggests the presence of a recovery paradox, such a paradox 
is absent in both the oppositional and the utilitarian scenar- 
ios (see Table 2). 


Fifth, it would be valuable to ascertain the usefulness of 
questionnaires for identifying consumers’ cultural models 
preferences before a breach occurs. A prescreening of con- 
sumers’ cultural models would also be helpful if frontline 
personnel were poorly trained or few opportunities existed 
for follow-up interactions with customers during or after a 
failure/recovery scenario (e.g., online purchases). Such 


questionnaires could possibly rely on established psycho- 
logical profiling measures (e.g., Kamakura and Novak 
1992) that explore the level of relationship closeness 
(Berscheid, Snyder, and Omoto 1989), opportunistic behay- 
ior (Ping 1993), and utility preferences (Kahneman and 
Tversky 1979). 


—————————————————————————————————————————————————м——————-———„.—. 
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Thorsten Hennig-Thurau, Victor Henning, & Henrik Sattler 


Consumer File Sharing of Motion 
Pictures 


Illegal consumer file sharing of motion pictures is considered a major threat to the movie industry. Whereas industry 
advocates and some scholars postulate a cannibalistic effect on commercial forms of movie consumption, other 
researchers deny this effect, though sound evidence is lacking on both sides. Drawing on extant research and utility 
theory, the authors present hypotheses on the consequences and determinants of consumer file sharing and test 
them with data from a controlled longitudinal panel study of German consumers. The data contain information on 
the consumers’ intentions toward and actual behavior in relation to the consumption of 25 new motion pictures, 
allowing the authors to study more than 10,000 individual file-sharing opportunities. The authors test the effect of 
file sharing on commercial movie consumption using a series of ReLogit regression analyses and apply partial least 
squares structural equation modeling to identify the determinants of consumer file sharing. They find evidence of 
substantial cannibalization of theater visits, DVD rentals, and DVD purchases responsible for annual revenue losses 
of $300 million in Germany. Five categories of file-sharing behavior drive file sharing and have a significant impact 
on how consumers obtain and watch illegal movie copies. 


and the parallel sharp decline of the music industry’s 

worldwide sales, movie executives have feared that 
their industry would be similarly affected by illegal file 
sharing (The Economist 2002). Recent figures show that 
approximately 130,000 movies are downloaded each day 
through file-sharing networks in the United States alone 
(Motion Picture Association of America [MPAA] 2004a), 
and movie theater admissions in 2005 fell by 9% in the 
United States and even more in other major markets. 
Against this backdrop, the MPAA (2004b) claims that “Ше- 
gal movie trafficking represents the greatest threat to the 
economic basis of moviemaking in its 110-year history,” 
and it has declared “war on piracy” (Fritz 2005). 

However, sound evidence for the proclaimed effect of 
file sharing on movie consumption is lacking. A multitude 
of industry reports postulates a cannibalization effect of file 
sharing on movie industry revenues, but the results of acad- 
emic studies are inconclusive. No peer-reviewed article has 
yet investigated the effects of movie file sharing on com- 
mercial distribution channels, and the limited work that 
reports a negative effect of music file sharing on legal music 
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consumption uses highly abstract proxies, such as "Internet 
penetration," to measure consumer file sharing (e.g., 
Liebowitz 2006). At the same time, some researchers argue 
that file sharing does not damage the (music) industry and 
provide empirical (Oberholzer-Gee and Strumpf 2005) and 
theoretical (Gopal, Bhattacharjee, and Sanders 2005) argu- 
ments for the absence of a cannibalization effect—or even 
the presence of a positive effect of file sharing on legal 
consumption. 

We shed light on this controversial issue by employing 
controlled longitudinal panel data from 770 to 813 con- 
sumers that encompass information on more than 10,000 
movie file-sharing opportunities. We use this data to investi- 
gate whether illegal movie file sharing influences revenues 
generated through theatrical visits, DVD rentals, and DVD 
purchases and, if so, how strong the effects are. In addition, 
we present—to our knowledge, for the first time—a com- 
prehensive, theory-based model of the factors that drive 
consumers' movie file-sharing activity. This model offers 
the movie industry a more thorough understanding of why 
consumers engage in file sharing, suggesting more effective 
antipiracy strategies. 

We structure the rest of the article as follows: After 
reviewing the relevant literature, we derive a set of hypothe- 
ses regarding the consequences and determinants of movie 
file sharing from extant research and utility theory. We then 
report our data set and use ReLogit regression analysis and 
partial least squares (PLS) structural equation modeling to 
test the hypotheses. We conclude by discussing the results 
and implications. 


Motion Picture File-Sharing 
Literature 


File-Sharing Consequences 


Industry representatives unanimously argue that illegal 
motion picture file sharing has a negative impact on other 


Journal of Marketing 
Vol. 71 (October 2007), 1—18 


kinds of movie consumption, and industry-commissioned 
studies, such as those of the German Federal Film Board 
(hereinafter FFA) (2006) and MPAA (2004c), support their 
claims. For example, in a study of movie piracy by the FFA 
(2006), respondents indicated how movie downloading or 
copying movies with a CD/DVD burner influenced their 
consumption of motion pictures through other channels. Of 
the respondents, 42% reduced their number of movie 
theater visits (though 8% stated they went to the movies 
more often), 45% said they rented fewer DVDs, and 44% 
replied that they bought DVDs less often. Similarly, the 
findings of an eight-country study commissioned by the 
MPAA (2004c) indicate that “about one in four Internet 
users (24%) have downloaded a movie” (MPAA 2004c, p. 
1) and that, on a global level, 26% of downloaders purchase 
movies “much less” or “a little less” often than in the past 
(excluding Korea, the outlier, lowers the unweighted mean 
from 26% to 14%). The insights generated by these and 
other industry studies are limited by their methodological 
approaches and lack of transparency. In all cases, the results 
rely on an ex post “what-if” approach that asks consumers 
who have already seen movies as illegal copies (and there- 
fore know the cinematic quality) to speculate whether they 
would have paid for the movies if they had not been avail- 
able as illegal copies. 

To the best of our knowledge, no scholarly research has 
addressed the effects of sharing illegal movie copies on 
commercial distribution channels. In the related context of 
music file-sharing studies, researchers are split into two 
opposing groups. The first group reports a negative impact 
of music file sharing on industry sales (Liebowitz 2006; 
Michel 2006; Montoro-Pons and Cuadrado-García 2006; 
Peitz and Waelbroeck 2004; Zentner 2006), but these stud- 
ies all rely on aggregate household Internet penetration in a 
given city as a proxy for file sharing and do not monitor file 
sharing on an individual basis. Therefore, this approach 
raises serious questions regarding spurious correlations and 
paves the way for alternative explanations. 

The second group of researchers questions these find- 
ings and argues that file sharing has either no impact or a 
positive impact on industry revenues. Specifically, Gopal, 
Bhattacharjee, and Sanders (2005) propose a model of 
online music-sharing economics and derive implications for 
consumer surplus and producer profits. Following the train 
of thought that consumer file sharing represents a form of 
"sampling" for experience goods, they conclude that file- 
sharing networks lower the total costs of evaluating and 
acquiring experience goods, which increases purchases and 
industry profits. In other words, file sharing reduces con- 
sumers' risk in evaluating new music (an argument that eas- 
ily extends to movies), a major obstacle in consumer deci- 
sion making. 

Using a different argument, Boldrin and Levine (2002) 
and Grgeta (2004) model competition with sunk costs and 
argue that, with certain assumptions, the decreasing costs of 
reproduction that result from file sharing make it easier, not 
more difficult, for the producer to recoup his or her invest- 
ment and that as the rate of reproduction increases, 
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competitive rents increase. Their conclusion is based on the 
concept of indirect appropriability, which assumes that an 
original product attains greater consumer utility when it can 
be copied and that this utility increase can be captured by 
the producer through a price increase. However, similar to 
Gopal, Bhattacharjee, and Sanders (2005), these researchers 
do not provide empirical findings to substantiate their 
conclusions. 

Oberholzer-Gee and Strumpf (2005) present empirical 
results that show no negative impact of file sharing on tradi- 
tional music distribution channels. Over the course of four 
months, they monitor 1.75 million file downloads on file- 
sharing networks and then match the downloads to U.S. 
album sales data. Their empirical analysis shows that music 
file sharing has no significant impact on album sales. Again, 
however, the generalizability of their findings is somewhat 
limited because the authors use the "number of German 
School kids on vacation" as an instrumental variable for 
file-sharing activity to bypass endogeneity problems caused 
by the simultaneity of downloading and purchasing activity 
in their aggregate level data. 

To summarize, movie industry representatives argue 
that file sharing serves as a substitute for commercial movie 
consumption, but no peer-reviewed research has studied this 
relationship for movies, and the results from music file- 
sharing research are inconclusive and limited by method- 
ological constraints. Moreover, no existing study has sur- 
veyed actual consumer decision making on an individual 
level, and no study has used longitudinal data. 


File-Sharing Determinants: Rochelandet and Le 
Guel’s Model 


Related to the consequences of movie file sharing for com- 
mercial channels are the factors that drive consumer file 
sharing. Research into these factors is also rare; we are not 
aware of a single academic study that directly addresses this 
question. Again, some scholars have researched file-sharing 
determinants in the related context of music. Most authors 
focus on the role of individual constructs for file sharing 
(e.g., ethical predispositions [Gopal et al. 2004]; consumer 
expertise, social networking, and moral judgments [Huang 
2005]), whereas Rochelandet and Le Guel (2005) attempt to 
integrate different drivers of sharing illegal music copies in 
a comprehensive model. 

Building on the Beckerian consumer utility framework, 
Rochelandet and Le Guel (2005) propose that consumers 
prefer illegal copies of music over the original product (i.e., 
a CD) when consuming the illegal copy offers greater util- 
ity. More specifically, they argue that three groups of factors 
influence consumers’ utility perceptions of the original and 
the illegal copy: (1) the utility derived from buying an origi- 
nal (including both gross utility and costs), (2) the costs of 
the illegal copy (mainly transaction costs), and (3) the 
degree of substitution between an original and its illegal 
copies. Rochelandet and Le Guel find partial support for 
their model from a convenience sample of 2500 French 
consumers. With an ordered logit approach, the factors in 
their model explain 10% of the music file-sharing intensity. 


Consequences and Determinants of 
Motion Picture File Sharing 


Motion Picture File Sharing as the Focal 
Construct 


We define the file sharing of motion pictures as consumers’ 
consumption of illegal copies of full-length motion pictures. 
This definition considers not only watching but also the 
mere act of obtaining illegal movie copies as forms of con- 
sumption. Although these two behaviors are closely related, 
they are conceptually distinct because consumers do not 
necessarily watch every illegal copy they obtain. Our use of 
the phrase “illegal copies” excludes original movies that 
consumers have the legal right to watch, such as those made 
available by their copyright owners to file-sharing networks 
or Internet video forums, such as YouTube, and commercial 
video-on-demand services, such as Movielink. Finally, our 
conceptualization of file sharing involves not only access- 
ing illegal movie copies from file-sharing networks (“Inter- 
net piracy") but also the personal exchange of illegal movie 
copies among consumers (e.g., on CD-Rs and DVD-Rs; 
“hard goods piracy”); this is consistent with the conceptual- 
ization of movie file sharing used by the movie industry 
(MPAA 2006). 


The Effects of Motion Picture File Sharing on 
Commercial Channels 


Consistent with a consumer utility perspective of file shar- 
ing (Rochelandet and Le Guel 2005), we propose the exis- 
tence of negative (1.е., cannibalistic) effects of movie file 
sharing on movie consumption in the three key commercial 
channels: theater visits, DVD rentals, and DVD sales (e.g., 
Liebowitz 2006; MPAA 2004c). In all three channels, we 
distinguish among three related but distinct potential canni- 
balization effects. 

The first hypothesized effect refers to consumers’ inten- 
tions to watch an illegal copy of a movie. We propose that 
when a consumer has such intentions, he or she is less sus- 
ceptible to offers from theaters, DVD rental outlets, and 
DVD retailers because his or her intention to watch ап Ше- 
gal copy usually entails the expectation to obtain a copy of 
the movie for free instead of paying for it through legal 
channels. As a consequence, the consumer will refrain from 
using those commercial channels. This should be the case 
regardless of whether the consumer actually obtains an ille- 
gal copy of the movie. 


Hj: A consumer's intentions to watch an illegal movie copy 
reduce the probability that the consumer will (2) watch the 
movie in a movie theater, (b) rent the movie on DVD, or 
(c) purchase the movie on DVD. 


The second hypothesized effect refers to a consumer's 
actual obtainment of illegal movie copies. Here, we argue 
that consumers who have gained access to an illegal copy of 
a movie have a lesser probability of seeing the movie in a 
theater or on DVD, regardless of (1) their original intentions 
toward watching an illegal copy of the movie and (2) 
whether they actually watch the illegal copy. Distinguishing 
between consumers' intentions and their actual behaviors is 


important from a managerial perspective because if inten- 
tions influence commercial channel usage, the movie indus- 
try should focus its antipiracy activities on consumers who 
intend to watch a copy. In contrast, if actually obtaining 
illegal copies harms movie theaters and other channels, it is 
the copies that should be the focus of the industry's 
antipiracy actions because any obtained copy would canni- 
balize commercial channels regardless of the consumers' 
intentions. 


Hy: For a given level of file-sharing intentions, a consumer's 
obtainment of an illegal movie copy reduces the probabil- 
ity that the consumer will (a) watch the movie in a movie 
theater, (b) rent the movie on DVD, or (c) purchase the 
movie on DVD. 


The third hypothesized effect is related to the con- 
sumer's watching of illegal copies. We postulate that con- 
sumers who watch an illegal movie copy have a lesser 
probability of seeing that movie in a theater or on DVD, 
regardless of their original intentions toward watching an 
illegal copy of the movie. Whereas our second hypothesis 
factors out what happens after the consumer obtains a copy, 
our third hypothesis posits that the specific act of watching 
the copy cannibalizes revenues. The relevance of this 
hypothesis stems from its associated managerial implica- 
tions; specifically, it suggests that antipiracy actions should 
be directed toward preventing consumers from watching 
illegally obtained movie copies. 

Нз: For a given level of file-sharing intentions, a consumer's 

watching of an illegal movie copy reduces the probability 
that the consumer will (a) watch the movie in a movie 


theater, (b) rent the movie on DVD, or (c) purchase the 
movie on DVD. 


Determinants of Motion Picture File Sharing 


When modeling the determinants of movie file sharing, we 
build on Rochelandet and Le Guel's (2005) utility theory 
approach but substantially refine and extend this approach 
in several ways. In general, we distinguish among five cate- 
gories of factors that we expect to drive consumers’ movie 
file-sharing behavior: perceived degree of substitution 
between an original movie and its illegal copies, utility of 
the original, (transaction) costs of the illegal copy, specific 
utility of the copy, and a consumer's file-sharing knowl- 
edge. The first three categories come from Rochelandet and 
Le Guel, and the last two are unique to this study. We dis- 
cuss the categories and the individual drivers they encom- 
pass next and summarize them in Figure 1. 


Degree of substitution. A direct implication of the utility 
theory approach is that the degree to which a consumer per- 
ceives illegal movie copies as providing the same utility as 
watching the original movie in a theater or on DVD deter- 
mines the intensity of consumer file sharing. This perceived 
degree of substitution influences the utility of the illegal 
copy (Rochelandet and Le Guel 2005) and therefore should 
have a positive effect on the intensity with which consumers 
obtain and watch illegal movie copies. 

Hy: The degree to which a consumer judges illegal movie 

copies as substitutes for movies in commercial channels 
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correlates positively with the number of illegal movie 
copies a consumer obtains and the number of illegal 
copies he or she watches. 


Utility of the original. A consumer’s demand for illegal 
movie copies as substitutes of original entertainment offers 
is a function of the gross utility that the consumer expects to 
receive from watching an original movie in a theater or on 
DVD. Specifically, for a given degree of substitution, the 
original’s higher gross utility will result in more illegal 
movie copies being obtained and watched by consumers 
(Rochelandet and Le Guel 2005). 

Furthermore, the utility theory approach implies that the 
costs associated with consuming an original movie also 
determine the original’s net utility (Rochelandet and Le 
Guel 2005). These costs consist of the perceived price of 
the original and the perceived transaction costs associated 
with its consumption (e.g., paying for a babysitter when 
going to the theater). Because these costs decrease the rela- 
tive attractiveness of the original compared with the illegal 
copy, they should correlate positively with the number of 
illegal movie copies obtained and watched by the consumer 
for a given degree of substitution. 

Hs: The perceived (a) gross utility and (b) costs of the original 

movie correlate positively with the number of illegal 
Movie copies a consumer obtains and the number of ille- 
gal copies he or she watches. 


Costs of the illegal copy. Because consumers usually 
acquire illegal copies without paying a fee, the costs of 
obtaining and/or watching an illegal movie copy mainly 
consist of transaction costs. These transaction costs com- 
prise moral costs (e.g., ethical concerns about stealing 
copyrighted material; Holm 2003), legal costs (e.g., fear of 
sanctions; Chiang and Assane 2002), technical costs (e.g., 
potential file misspecifications or viruses that could harm 
the consumer’s computer), and search costs (e.g., time spent 
looking for an illegal copy) (Rochelandet and Le Guel 
2005). Transaction costs reduce the attractiveness of the 
illegal copy compared with the original and should have a 
negative effect on obtaining and watching illegal movie 
copies. 

Не: The perceived transaction costs of the illegal copy corre- 
late negatively with the number of illegal movie copies a 
consumer obtains and the number of illegal copies he or 
she watches. 


Specific utility of the illegal copy. We expand on the 
utility theoretic approach and argue that consumers some- 
times prefer an illegal movie copy because copies can pro- 
vide them with specific utilities that they cannot gain by 
consuming the original movie. In other words, we expect 
that some consumers obtain and/or watch an illegal movie 
copy to gain a specific utility they cannot access by watch- 
ing the movie in a theater or on DVD. 

To develop a more thorough understanding of the spe- 
cific utilities of illegal movie copies, we conducted eight 
qualitative, largely unstructured, in-depth interviews with 
experienced movie file sharers. The interviews lasted 25—45 
minutes and suggested six specific file-sharing utilities, 


which we propose positively influence consumers’ movie 
file-sharing activity: 


1. Transaction utility. Illegal movie copies enable consumers 
to “make a deal” and save money compared with consum- 
ing the same movie through commercial channels. Accord- 
ing to Thaler (1985, p. 205), such a deal can result in a 
transaction utility that refers not to the value of the con- 
sumed good (1.е., the movie) but to “the perceived merits of 
the ‘deal’” or, in other words, the customer’s satisfaction 
and pleasure of obtaining the financial advantage associated 
with the copy (Grewal, Monroe, and Krishnan 1998) 

2. Mobility utility. Illegal copies enhance consumers’ mobility 
because they can be stored on mobile devices (e.g., laptop 
computers, video iPods, personal digital assistants), which 
enables consumers to carry extensive movie libraries in a 
minimal space when traveling. Because this mobility is not 
possible with regular DVDs, it represents a specific utility 
of the copy to consumers. 

3. Storage utility. Related to the second point, because of the 
nonphysical character of illegal copies, they require less 
physical storage space in the consumer’s domicile than pur- 
chased DVDs, which can represent a benefit for consumers. 

4. Anti-industry utility. The movie industry receives frequent 
consumer criticism for its treatment of movies as mere 
commercial products rather than as art, as well as for the 
prices it charges for movies in legal channels (e.g., Graham 
2004)—an attitude that is shared by certain industry insid- 
ers (e.g., director M. Night Shyamalan calls studios 
“greedy, heartless, soulless, and disrespectful”; Guardian 
Unlimited 2005). Consumers might consider “stealing” a 
movie by watching an illegal copy a legitimate kind of 
revenge on the industry and derive a benefit from this. 

5. Social utility. Accumulating illegal movie copies enables 
consumers to establish social links with relevant others. 
Consumers can interact with their peers about illegal movie 
copies and related technology and thus become part of a 
“social copying network.” This allows the consumers to 
demonstrate their expertise and receive social rewards for 
that expertise from others. Huang (2005) provides initial 
empirical support for such social utility. 

6. Collection utility. The availability of illegal movie copies 
enables consumers to collect large numbers of movies, 
regardless of their financial resources. Consumer behavior 
literature reports that consumers derive a utility from such 
collecting behavior beyond the products' functional value, 
and this collection utility has the potential to influence 
behavior (Belk 1995). 


Ну: The specific utility a consumer derives from an illegal 
movie copy correlates positively with the number of ille- 
gal movie copies the consumer obtains and the number of 
illegal copies he or she watches. 


Consumer file-sharing knowledge. In some situations, 
consumers are not interested in utility maximization but 
rather strive to "make a satisfactory choice while mini- 
mizing cognitive effort" (Hoyer 1984, p. 823). If so, the 
consumer's knowledge of a product category enables him or 
her to minimize decision-making effort but still derive a sat- 
isfactory amount of consumption utility. Greater knowledge 
can reduce the consumer's cognitive effort to the degree that 
the task "is performed automatically" (Alba and Hutchinson 
1987, p. 412). Accordingly, a high amount of file-sharing 
knowledge should enable consumers to obtain and watch 
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illegal copies with limited cognitive effort. In addition, con- 
sumer file-sharing knowledge is related negatively to search 
costs (part of transaction costs) because knowledge reduces 
the time and psychological effort needed to locate an illegal 
movie copy. 


Hg: The consumer’s file-sharing knowledge correlates (a) 
positively with the number of illegal movie copies a con- 
sumer obtains and the number of illegal copies he or she 
watches but (b) negatively with the search costs of the ille- 
gal copy. 


Testing File-Sharing Consequences 


In this section, we test the hypotheses that address the con- 
sequences of movie file sharing (i.e., Hj-H3). We use data 
from a controlled longitudinal sample and ReLogit logistic 
regression. 


Data Collection and Sample 


Understanding the effect of movie file sharing on commer- 
cial channel usage requires a controlled longitudinal study 
design, which avoids biases from a priori differences in 
movie consumption intentions between file sharers and 
non-file sharers as well as speculative ex post “what-if” 
questions. We collected information from a quota sample of 
1075 German consumers, using gender, age, and occupation 
as quota criteria. The sample mirrors the German movie- 
going population in terms of key demographic variables and 
movie consumption (see Table 1). Respondents filled out 
three different Internet questionnaires over the course of 
eight months, for which they used personalized identifica- 
tion numbers, so that we could connect the information pro- 
vided by a respondent at different points in time and avoid 
multiple responses on the same questionnaire from the 
same respondent. Respondents received a present worth 
€10 for completing all three questionnaires, and we also 
raffled off additional prizes to participants. 

We first contacted participants in February 2006 and 
asked them about their intentions to watch between 10 and 
15 new motion pictures in a movie theater or as an illegal 
copy. The movies were a subset of a total of 25 movie titles 
covering all major studio releases in Germany in the follow- 
ing months, with none of the movies having been available 
in theaters or on DVD at that point. Of the movies, 5 were 
action films, 5 were comedies, 5 were dramas, 5 were chil- 
dren's movies, and 5 were thrillers (the individual titles 
appear in Appendix A). Each respondent began by indicat- 
ing his or her preferred genres and then answered questions 
with regard to the movies assigned to those genres. The 
maximum of 15 movies (i.e., three genres) per respondent 
prevents cognitive overload; we also set a minimum condi- 
tion of 10 movies (i.e., two genres). Participants viewed a 
poster of each movie, information about the director and 
cast, and a short synopsis of the movie's content. 

We contacted the respondents for the second time in 
May 2006, after each surveyed movie had been released in 
movie theaters but before they were available on DVD for 
either purchase or rental. In the second questionnaire, we 
collected information about whether respondents had seen 
the surveyed movies in theaters and whether they had 
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TABLE 1 
Sample Characteristics 





German Movie 


Consumer 
Criterion Sample Population> 
Gender (%) 
Female 52.7 51 
Male 47.1 49 
Age Groups (%) 
<29 57.1 52 
30-39 20.9 20 
40—49 8.9 14 
>50 13.1 14 
Occupation (%) 
Student/in education 40.8 35 
Worker 7 7 
Employee 40.1 36 
Civil servant 5.5 6 
Self-employed 6.1 3 
Homemaker 2.7 3 
Pensioner 1.4 10 
Other 2.6 — 
Movie Consumption (per Year) 
Theater visits 8.2 (6)a 5.2 
DVD purchases 4.1 (1)а 5.2 
DVD rentals 10.3 (5)а 11.1 


aNumber in parentheses Is the median. 
bPercentages are for 2003 (FFA 2004); more recent data are not 
available for Individual categones. 


obtained and/or watched illegal copies of the movies. 
Respondents also indicated whether they intended to rent 
and/or buy certain movie titles on DVD after these DVDs 
became available and whether they intended to watch illegal 
copies of the movies. For the second questionnaire, 813 
panel members responded, for a satisfactory retention rate 
of 76%. 

Finally, the third questionnaire followed in October 
2006, after 18 of the 25 surveyed movies had been available 
on DVD for at least four weeks, which reflects the period 
after studios collect approximately two-thirds of a movie’s 
eventual total DVD rental and sales revenues.! This ques- 
tionnaire primarily assessed respondents’ rentals and pur- 
chases of the surveyed movies on DVD, and again respon- 
dents indicated whether they had obtained and/or watched 
illegal copies. For this third wave, 770 respondents com- 
pleted the questionnaire, a 94.6% response rate of the sec- 
ond questionnaire respondents. 


Measures of File Sharing and Commercial 
Consumption 


Because file sharing can be a delicate topic, we took thor- 
ough actions to ensure that respondents provided valid 


1This estimate 1s based on proprietary information on the 
weekly revenue distribution of studio movies, which we collected 
from Video Business Magazine (weekly DVD rental revenues) and 
Nielsen VideoScan (DVD purchase revenues). 


information about their behavior. We personally promised 
and gave our word as university professors that all informa- 
tion would be treated strictly confidentially and would not 
be given to third parties. Moreover, we paid careful atten- 
tion to the wording of the file-sharing items and avoided 
describing file sharing as an illegal or immoral activity. 

To measure actual file-sharing behavior, we asked each 
respondent in all three questionnaires whether he or she had 
(1) obtained a copy of the movie (“Have you obtained this 
movie as a free copy [either downloaded from file-sharing 
networks or gained from friends or others]?”) and (2) 
watched the copy (“Have you watched this movie as a free 
copy [either downloaded from file-sharing networks or 
gained from friends or офегз]?”).2 We coded responses as 
0 = “no” and 1 = “yes” in both cases. Because each of the 
813 respondents to the second questionnaire reported his or 
her file-sharing behavior for 10-15 movie titles (average 
number of movies per respondent = 12.65), this sample 
contains information about 12.65 x 813 = 10,285 individual 
file-sharing opportunities. We measured respondents’ inten- 
tions to watch an illegal copy of a movie by asking the 
question, “Do you plan to watch this movie as a free copy 
(either downloaded from file-sharing networks or gained 
from friends or others)?” They responded on a six-point 
probability scale (1 = “definitely not,” and 6 = “definitely”). 

To assess consumers’ intentions to watch a movie in a 
theater (first questionnaire), rent it on DVD, or buy it on 
DVD (both second questionnaire), we employed the same 
six-point scale as that for consumers’ file-sharing inten- 
tions. Questions were, “Do you plan to watch this movie in 
a movie theater?” “Do you plan to rent this movie on 
DVD?” and “Do you plan to buy this movie on DVD?” 
Finally, we asked respondents about their actual consump- 
tion of the surveyed movies in theaters, on rental DVD, and 
on retail DVD, which generated three binary variables (0 = 
“not consumed,” and 1 = “consumed”). 


Descriptive File-Sharing Statistics 


Of the 25 movies in our sample, 136 respondents (17%) had 
obtained at least one illegal copy before the movies were 
released on DVD; 242 illegal movie copies had been 
obtained by that time (2.4% of all file-sharing opportuni- 
ties). Respondents had watched 165 (68%) of these copies. 
The maximum number of illegal movie copies that respon- 
dents obtained before their DVD release was 8 (of 15 sur- 
veyed movies). Respondents intended to watch an illegal 
copy in 21.1% of cases before the movie’s theatrical release 
and in 13.1% of cases before the movie’s DVD release (24 
on the six-point file-sharing intention scale). 

After the movies had been released on DVD, 141 
respondents (18.5%) had obtained at least one copy of a 
surveyed movie; overall, 342 illegal movie copies had been 
obtained by the time of the third survey (4.8% of the 7146 
file-sharing opportunities), and 66% of those illegal copies 
had been watched. At this point, the maximum number of 
illegal movie copies that individual respondents obtained 
was 11. 


2None of the surveyed movies were available free of charge in a 
legal channel when we collected the data. 


Method 


We take a binary logistic regression approach to test 
whether movie file sharing affects theater visits, DVD 
rentals, and DVD sales. In binary logistic regression, a 
dichotomous outcome variable Y (the respondents' decision 
to see a movie through commercial channels) follows a 
Bernoulli probability function that takes a value of 1 with 
probability п and 0 with probability 1 — л, where л varies 
over the observations as an inverse logistic function of a 
constant and a set of explanatory variables. An often over- 
looked characteristic of logistic regression is that it is not 
invariant to the relative frequency of events in the data (i.e., 
cases in which Y = 1). This is particularly relevant when the 
number of 1s is small compared with the number of Os. In 
this situation, the logistic regression function produces 
biased logit coefficients that underestimate rare events (i.e., 
the probability that Y 2 1; King and Zeng 2001b). Because 
the number of cases in which consumers see a movie in a 
commercial channel is much smaller than the number of 
cases in which consumers do not, we apply ReLogit regres- 
sion (King and Zeng 2001a, b). ReLogit regression esti- 
mates the same model as a standard logistic regression but 
corrects for logit coefficient bias and therefore does not 
underestimate rare event probabilities (Imai, King, and Lau 
2006). As an additional benefit, ReLogit uses “prior correc- 
tion," meaning that it corrects the estimates on the basis of 
existing information about the fraction of 1s in the popula- 
tion (т) as part of the maximum likelihood estimation 
process (King and Zeng 2001b). Prior correction is appro- 
priate for our data, because we asked consumers about 
movies in their preferred genres (instead of all movies), and 
the surveyed movies are primarily major studio releases, so 
that л > т. We calculate the t parameters on the basis of 
publicly available information, with Ттнедег = .0126, 
TReatal = -0103, and Tpurchase = -0040.3 


Theater-Related Results 


To account for potential differences between consumers’ 
obtaining and watching illegal copies, we run three ReLogit 
models to test the impact of illegal file sharing on movie 
theater visits. In each model, we include the respondents’ 
intentions to watch an illegal copy of a movie (measured in 
the first questionnaire) and their actual file-sharing behavior 
(dichotomous factor, measured in the second questionnaire) 
as regressors and actual theatergoing behavior as the binary 
dependent variable. To prevent potential endogenous effects 
that have troubled previous research on file sharing, we 





3We calculate treater by dividing the number of theater visits in 
Germany in 2005 (127.3 million) by the product of the number of 
movies released in Germany (372) and the number of German 
movie consumers (27.2 million). This calculation provides the per- 
centage of all moviegoing decisions that lead to a theater visit. 
Analogously, we calculate трепа on the basis of 102.9 million 
rentals of current feature film DVDs and Tpurchase on the basis of 
39.8 million new feature film DVDs sold; there were 369 new fea- 
ture film DVD releases in 2005. We obtain all data used to calcu- 
late the t parameters from SPIO (2006) and BAM (2006). We find 
that Лтһешет 15 -083, TRenta 15 .063, and Tpurchass 18 .013. In addi- 
tion, we apply the Zelig version of ReLogit, which offers minor 
advantages over other versions. 
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exclude cases in which theatrical consumption precedes file 
sharing (n = 10), taking advantage of our individual-level, 
longitudinal empirical design (in contrast to the aggregate 
level, cross-sectional design of previous studies). As a 
result, the independent variables in our ReLogit analyses 
can be considered unaffected by the dependent variable 
(i.e., the consumer’s theater visit).4 In the first model (the 
“overall model”), we set file-sharing behavior equal to 1 
when the respondent has obtained an illegal copy, regard- 
less of whether he or she has watched the copy. In the sec- 
ond model, file-sharing behavior is 1 only when the respon- 
dent has watched the copy (the “watcher model"); in the 
third model, file-sharing behavior equals 1 when the 
respondent has obtained but not watched the copy (the 
“nonwatcher model"). 

In each model, we control for the impact of the respon- 
dents’ “true” intentions to watch the movie in a theater— 
that is, their theatergoing intentions unaffected by file shar- 
ing. We correct theatergoing intentions for a potential effect 
of file sharing by asking respondents who indicated at least 
a minimum of file-sharing intentions (i.e., >1 on the six- 
point probability scale) about their moviegoing intention if 
a copy were not to become available. We asked this ques- 
tion before the respondents obtained a specific copy, so 
respondents were able to consider the situation realistically 
and make valid predictions. We use the original moviegoing 
intention score when file-sharing intentions were 1 (i.e. 
nonexistent). 

We also control for several movie characteristics— 
namely, the number of screens on which a movie was 
released (a proxy for the studio’s marketing efforts; Hennig- 
Thurau, Houston, and Sridhar 2006), attendance in German 
theaters (a proxy for word of mouth; Elberse and Eliashberg 
2003), and average user rating on the Internet Movie Data- 
base (IMDb; a proxy for the valence of word of mouth; 
Hennig-Thurau, Houston, and Sridhar 2006). We gathered 
the information for these variables for the surveyed movies 
from Variety magazine and IMDb, respectively. 

We report the ReLogit results for the three theater mod- 
els in Table 2. АП models are highly significant and shed 
substantial light on consumers’ theatergoing decisions 
(Nagelkerke R2 = .24). With regard to file-sharing inten- 
tions, we find a negative effect on theater visits (В values 
range between —.09 and –.10, and ехр[В] is approximately 
91), which is significant at p < .001 in all three models. 
That is, an increase in file-sharing intentions reduces the 
probability that consumers will see a movie in a theater and 
therefore cannibalizes industry revenues. 

With regard to consumers’ actual file-sharing behavior, 
the results are less clear. In the overall model, the null 





4To provide empirical evidence for the absence of endogenous 
effects, we conduct ће Durbin-Wu-Hausman augmented regres- 
sion test for endogeneity (Davidson and MacKinnon 1993). Con- 
sistent with our theoretical argument, we find that the error term of 
the file-sharing regression is clearly nonsignificant in the theater 
visits regression equations, which implies that file sharing is 
indeed an exogenous variable as specified and that the results are 
unbiased by endogeneity. We conduct the same test for the DVD 
rental and DVD purchase equation and again find that file sharing 
is exogenous. 
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hypothesis that obtaining an illegal copy does not affect the 
probability that a consumer will watch a movie in a theater 
cannot be rejected at the conventional p = .05 level. How- 
ever, at p = .053, the risk of wrongly rejecting the null 
hypothesis is only slightly higher than the traditional cutoff. 
In the watcher model, the impact of actual file-sharing 
behavior is significant; that is, we find a negative effect of 
actual file-sharing behavior on theater visits (В = —.82, 
exp[B] = .44). Therefore, when a consumer watches an ille- 
gal copy, the probability that he or she will watch the same 
movie in a theater declines for a given level of file-sharing 
intentions. Finally, in the nonwatcher model, the impact of 
actual file-sharing behavior (i.e., obtaining but not watching 
a copy) is nonsignificant (p = .91), with an exp[B] close to 
1 


These findings suggest that in addition to the con- 
sumer’s intention to watch an illegal copy, the act of watch- 
ing the copy is crucial for the impact of file-sharing behav- 
ior. Altogether, our data support Hia, which proposes a 
negative effect of file-sharing intentions on theater visits, 
and H4,, which proposes the same effect for watching ille- 
gal copies, and the error associated with not rejecting Но, 
which proposes that theater visits will be negatively 
affected by consumers’ obtainment of illegal copies, is only 
slightly greater than .05. As an aside, the corrected 
theatergoing intentions and three movie characteristics all 
have the expected significant effects; they increase the 
probability that a consumer will actually decide to see a 
movie in a theater. 

The ReLogit results enable us to speculate about the 
strength of the effect of file sharing on theater visits at an 
overall industry level. In a fictitious situation in which no 
actual file sharing takes place, though consumers still have 
file-sharing intentions, the number of theater visits would 
increase by 1.2% (from 127.5 million to 129 million visits), 
generating $11.7 million in additional revenue.? When 
actual file sharing is absent and file-sharing intentions are 
minimal, revenues would increase by 12.6% or $123.1 mil- 
lion compared with the current situation.6 Although these 
predictions are restricted by some methodological assump- 
tions, the estimated losses are, by any measure, substantial. 


DVD-Related Results 


Our approach with regard to DVD rentals and sales is simi- 
lar to that for theater visits. For each DVD channel, we run 
three ReLogit models that include respondents’ intentions 
to watch an illegal copy of a movie (second questionnaire) 
and actual file-sharing behavior (binary variable, third ques- 
tionnaire) as regressors and actual DVD rental or purchase 





5Specifically, we calculate the change in channel revenues 
AReVigeaters 25 AREViheaters = (Vii нев X WMOViheatere X 100) — 
(ася! x MOViheaters X mc), where qactual is the actual event 
probability of a consumer seeing a movie in a theater, mOVq ares 18 
the number of movies released in theaters 1n a specific year, mc is 
the number of movie consumers ın a population, and T ters 18 the 
event probability calculated by the ReLogit function for actual 
file-sharing behavior (=0). To apply monetary values to industry 
losses, we use the average 2005 ticket price in Germany. 

6We use the same equation as in n. 5, with file-sharing inten- 
tions set to 1. 
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TABLE 2 








ReLoglt Results 
A: Movie Theater ReLogit Model (п = 10,285)а 
Overall Modeld Watcher Modele 
В (өхр[В]) z-Value (р) В (ехр[В]) z-Value (р) 
—9.57 —27.47 —9.56 —27.46 
(«.001) («.001) 
—.0926 —3.52 —.0935 —3.57 
(.912) («.001) (.911) («.001) 
—.563 —1.93 —.815 —2.09 
(.569) (.053) (.443) («.05) 
.153 5.94 .152 5.90 
(1.165) (<.001) (1.164) (<.001) 
.0001 3.10 .0001 3.14 
(1.0001) (<.01) (1.0001) (<.01) 
347 7.95 346 7.94 
(1.415) (<.001) (1.413) (<.001) 
.629 20.90 .629 20.90 
(1.88) (<.001) (1.88) (<.001) 
N.I. N.I. 
N.I. N.I. 
N.I. N.I. 
4557.7 4556.2 
1089.2 (6), p < .001 1090.7 (6), p < .001 
.193 .193 
.238 .238 
B: DVD Rental ReLogit Model (п = 7130)b 
Overall Modeld Watcher Modele 
В (өхр[В]) z-Value (p) B (expIB]) z-Value (p) 
—8.02 —14.40 —.801 —14.38 
(<.001) (<.001) 
—.122 —2.91 —.127 —3.05 
(.885) («.01) (.881) («.01) 
—.130 —.36 465 1.11 
(.878) (.720) (1.592) (.268) 
.073 1.06 .073 06 
(1.076) (.290) (1.076) (.291) 
.00003 .13 .00003 
(1.000) (.893) (1.000) (.903) 
133 2.15 .132 2.14 
(1.142) (<.05) (1.141) (<.05) 
N.I N.I. N.I. N.i 
.752 17.78 .752 17.78 
(2.121) (<.001) (2.121) (<.001) 
N.I N.I. N.I. N.i 
—.311 —1.43 —.298 —1.38 
(.733) (.152) (.742) (.169) 
2454.1 2453.5 


387.3 (7), p < .001 
.139 
164 


397.9 (7), р < .001 
140 
165 
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Nonwatcher Modelt 
В (өхргВ]) z-Value (р) 
—9.55 —27.43 
(«.001) 
—.0997 —3.81 
(.905) (<.001) 
—.0488 —.11 
(.953) (.911) 
.151 5.87 
(1.163) (<.001) 
.0001 3.13 
(1.0001) (<.01) 
346 7.94 
(1.413) (<.001) 
.628 20.89 
(1.87) (<.001) 
N.I. 
N.I. 
N.I. 
4562.4 
1084.5 (6), p < .001 
.192 
.237 
Nonwatcher Моей 
В (expI8]) z-Value (p) 
-8.02 —14.38 
(<.001) 
—.118 —2.83 
(.889) («.01) 
—.885 —1.21 
(.413) (.226) 
.070 1.02 
(1.073) (.309) 
.00004 19 
(1.000) (852) 
132 2.13 
(1.141) (<.05) 
N.I. N.I. 
.753 17.79 
(2.123) (<.001) 
N.I. N.I. 
—.319 —1.47 
(.727) (.141) 
2451.1 


400.3 (7), p < .001 
140 
166 


TABLE 2 
Continued 


C: DVD Purchase ReLogit Model (п = 7146} 


Overall Modeld Watcher Modele Nonwatcher Model! 
(ехрГВ]) z-Value (p) B (expfB) z-Value (p) (exp[B}) z-Value (p) 
Intercept —8.54 —7.82 —8.51 —7.80 -8.613 -7.88 
(<.001) (<.001) (<.001) 
File-sharing —.204 -2.17 ~.186 —1.99 —217 —2.31 
Intentions (.815) (<.05) (.830) (<.05} (.805) (<.05) 
File-sharing 1.15 2.42 ' 336 43 2.074 3.70 
behavior (3.158) (<.05) (1.399) (.667) (7.957) (<.001) 
Screens (in 100) .289 1.90 .280 1.85 .281 1.86 
(1.335) (057) (1.323) (.065) (1.324) (.063) 
Attendance —.0009 —1.79 ~.0009 —1.71 —.0009 –1.72 
{т 1000) (.999) (.074) (.999) (.087) {.999) (.086) 
IMDb user rating .078 .66 .073 .62 .082 70 
(1.081) (.512) (1.076) (.536) (1.085) (.486) 
Corrected theater N.I. МА. N.I. N.I. N.I. N.I. 
intentions 
Corrected DVD МА. N.I. N.I. N.I. N.I. N.I. 
rental 
intentlons 
Corrected DVD 1.004 12.12 1.012 12.17 1.027 12.29 
purchase (2.729) (<.001) (2.751) (<.001) (2.793) (<.001) 
Intentions 
Theater visit .095 .28 .055 .16 .050 15 
(1.100) (.780) (1.057) (.871) (1.051) (.882) 
Log-llkelihood 652.5 656.7 648.5 
x? (d.f.) 171.2 (7), p « .001 167.0 (7), p « .001 175.1 (7), p « .001 
McFadden R2 .208 .203 .213 
Nagelkerke R2 .217 .212 .222 


вререпдеп! variable is actual movie theater visits (0 = по, 1 = yes). 
bDependent variable [s actual DVD rental behavior (0 = no, 1 = yes). 


«Dependent variable Is actual DVD purchase behavior (0 = no, 1 = yes). 
dFile-sharing behavior = 1 for all cases in which the respondent obtalned а copy, regardless of watching. 


eFile-sharing behavior = 1 when copy [s obtained and watched. 
'File-sharing behavior = 1 when copy Is obtalned but not watched. 
Notes: N.I. = variable not included in this model. 


behavior as the binary dependent variable. Again, we 
exclude cases in which respondents had consumed a movie 
on DVD before they obtained the illegal copy to avoid a 
potential endogeneity bias. Again, we distinguish an overall 
model, a watcher model, and a nonwatcher model for both 
DVD channels. 

In each model, we control for the impact of the respon- 
dents' intentions to rent a specific movie on DVD (in the 
model with DVD rental as the dependent variable) or to buy 
a specific movie on DVD (in the model with DVD purchase 
as the dependent variable). We correct these variables for 
the potential effect of file sharing with the same approach 
we used for theater visits. In addition, we control for the 
movie characteristics of screens, attendance, and user rat- 


ings, as well as for whether the respondents saw the movie- 


in a theater (binary variable). 
The ReLogit results for all DVD rentals and purchase 
models appear in Table 2. As with theater visits, all DVD 


models are highly significant. The explained variance is . 


slightly lower for DVD rentals (Nagelkerke R2 — .16/.17) 
than for DVD purchases (Nagelkerke R? = .21), consistent 
with the lower cognitive preparation usually associated with 
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rental decisions (Weinberg 2003).7 For file-sharing inten- 
tions, we find significant, negative effects on both DVD 
rentals and purchases in all models, with Bs between —.12 
and -.13 for rentals (exp[B] approximately .89) and 
between —.19 and —.22 for purchases (ехр[В] approximately 
.81). 

The results are less straightforward for actual file- 
sharing behavior. Specifically, file-sharing behavior exerts 
no significant effect on DVD rentals in all three DVD rental 
models. However, we find a significant impact on DVD pur- 
chases in both the overall model and the nonwatcher model, 
though not in the watcher model. This significant impact is 
positive; greater file-sharing behavior increases the number 
of DVDs purchased. These findings suggest that when con- 
sumers gain access to a movie copy (with a control for file- 
sharing intentions) but do not watch it, their probability of 
purchasing the DVD is higher than it is for consumers who 





TWeinberg (2003, p. 24) reports that 5096 of video renters in his 
sample *'did not have a specific title in mind when they entered the 
store." 


have not obtained an illegal copy. In such cases, the copy 
does not serve as a substitute for the DVD but rather stimu- 
lates consumers’ desire to see the movie in a legal channel. 

In summary, we find support for Hip and Ну, which 
state that file-sharing intentions diminish DVD rentals and 
purchases, but not for Hoy and H»,, which posit a negative 
effect of obtaining illegal copies on the two DVD channels, 
or for Hy or H3,, which argue that the watching of copies 
cannibalizes DVD rentals and purchases. In the case of Но», 
we even find a significant, positive effect rather than the 
proposed negative effect. As an aside, the three movie char- 
acteristics play lesser roles for DVD consumption than in 
the theater channel. Although, in the DVD rental context, 
the user rating positively influences decisions to rent a spe- 
cific movie on DVD, screens and theater attendance are not 
significant; for DVD purchase decisions, none of the movie 
characteristics are significant. A likely explanation is that 
after movies have appeared in theaters, extensive quality- 
related information becomes available, which is then incor- 
porated into the consumers' intentions to rent or purchase 
the movie on DVD. 

As in the case of theater visits, we use the ReLogit esti- 
mations to speculate about the strength of the industrywide 
effect of movie file sharing on DVD rentals and purchases.8 
In a fictitious constellation without any illegal movie copies 
(but file-sharing intentions remain unchanged) DVD 
rentals would increase by only .196 (from 103.4 million to 
103.5 million transactions), producing approximately $.5 
million of additional revenue. The positive effect of actual 
file sharing on DVD purchases means that purchases would 
be 2.996 lower in such an environment (from 40.1 million to 
38.9 million), resulting in industry losses of $27.6 million. 
However, and more important, when file-sharing behavior 
and intentions do not exist or are minimal, DVD rental 
transactions grow by 10.596, generating additional revenues 
of $36.9 million for the industry, and DVD purchase reve- 
nues would be boosted by $139.5 million, or 14.796. 
Accordingly, these numbers indicate that the losses caused 
by movie file sharing are even greater for the home enter- 
tainment channels than for the movie theater channel. Alto- 
gether, our calculations suggest that the German movie 
industry loses $300 million per year as a result of consumer 
file sharing. 


Testing File-Sharing Determinants 


Data, Method, and Measures 


In this section, we test the hypotheses that address the deter- 
minants of consumer file sharing (1.е., H4-Hg) using data 
collected from our quota panel sample. Specifically, the 
second questionnaire contained several questions pertaining 
to the constructs that we propose influence consumer file 
sharing. In addition, we collect information about respon- 
dents’ general file-sharing behavior (i.e., not limited to the 
25 movies in our sample) by asking them to state the 


8When calculating the industrywide effect of file sharing on 
DVD rentals and purchases, we use the same approach as in the 
case of theater visits (see n. 5 and n. 6). 


absolute number of illegal movie copies they had obtained 
and watched during the preceding 12 months in both the 
first and the second questionnaires. 

We apply PLS structural equation modeling (Fornell 
and Cha 1994) to test the hypotheses on file-sharing deter- 
minants. Specifically, we employ SmartPLS (Ringle, 
Wende, and Will 2005), which allows for the simultaneous 
testing of hypotheses while enabling single- and multi-item 
measurement and the use of both reflective and formative 
scales (Fornell and Bookstein 1982). The structural model 
shown in Figure 1 contains three latent variables for the dif- 
ferent facets of the original movie’s utility (gross utility, 
рисе, and transaction costs), four latent variables to address 
the different kinds of transaction costs associated with the 
copy (search, moral, legal, and technical costs), and one 
latent variable for each of the six specific utilities of the 
copy (transaction, mobility, storage, collecting, anti- 
industry, and social utility). The model also contains the 
degree of substitution and the consumer’s file-sharing 
knowledge as determinants of watching and obtaining Ше- 
gal copies and links from obtaining to watching illegal 
copies and from file-sharing knowledge to search costs. 

We measure both obtaining and watching illegal copies 
with reflective three-item scales that combine respondents' 
actual file-sharing behavior with regard to the movies in our 
study with two further global measures. Specifically, we 
measured the obtainment of illegal movie copies as the 
number of copies of the movies surveyed that a respondent 
had actually obtained, the total number of illegal copies 
obtained within the year preceding the first questionnaire, 
and the answer to the same question from the second ques- 
tionnaire. To measure the watching of illegal movie copies, 
we used the number of the movies surveyed that a respon- 
dent watched as illegal copies and the total number of ille- 
gal copies watched altogether within the 12 months preced- 
ing the first and the second questionnaires, respectively. To 
measure file-sharing determinants, we used existing scales 
when available and developed new scales for the rest, most 
of which took a formative nature. Except for the six specific 
utility variables, which we measured with one item each 
because of space restrictions, we used multiple items for all 
constructs (see Appendix B). 

In general, the reliability of the reflective scales is satis- 
factory. Obtaining and watching illegal copies achieve alpha 
scores of .72 and .67, respectively, which is acceptable for a 
combination of surveyed and general prior behavior, as well 
as the lack of established scales in the researched domain 
(Peter 1979). For the other reflective scales, the alpha 
scores are greater than .70 in all cases. The average variance 
extracted is greater than .60 and composite reliability is 
greater than .75 for all constructs. Multicollineanty between 
the constructs is not an issue; all correlations among latent 
variables are less than or equal to .50. Table 3 lists the 
descriptive statistics and correlations. 


Results 


We list the path coefficients, t-values, and total effects in 
Table 4. The model explains 22.196 of the obtainment of 
and 79.696 of the watching of illegal movie copies. In each 
of the five general driver categories, at least one construct 
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Effect of 


Utility of the Original 
Gross utility (OR) 
Price (OR) 

Transaction costs (OR) 
Gross utility (OR) 
Price (OR) 

Transaction costs (OR) 


Costs of the еса! Copy 


Search costs (CO) 
Moral costs (CO) 
Legal costs (CO) 
Technical costs (CO) 
Search costs (CO) 
Moral costs (CO) 
Legal costs (CO) 
Technical costs (CO) 


Degree of Substitution 
Substitute 
Substitute 


TABLE 4 


Impact of Determinants of Flle-Sharing Behavior 
ee а уз, зго а 


Оп 


Obtaining Illegal movie copies 
Obtaining Педа! movie copies 
Obtaining Illegal movie copies 
Watching Illegal movie copies 
Watching illegal movie copies 
Watching illegal movie copies 


Obtaining illegal movie copies 
Obtaining Illegal movie copies 
Obtaining Illegal movie copies 
Obtaining Illegal movie copies 
Watching illegal movie copies 
Watching illegal томе coples 
Watching Illegal movie copies 
Watching Шеда! movie copies 


Obtaining illegal movie copies 
Watching illegal movie copies 


Specific Utility of the Illegal Copy 


Transaction utility (CO) 
Collection ш ћу (CO) 
Mobility utility (CO) 
Storage utility (CO) 
Anti-industry utility (CO) 
Soclal utility (CO) 
Transaction utility (CO) 
Collection utility (CO) 
Mobility utility (CO) 
Storage utility (CO) 
Anti-industry utility (CO) 
Social utility (CO) 


File-Sharlng Knowledge 
Flle-sharing knowledge 
File-sharing knowledge 
File-sharing knowledge 


Additlonal Path 


Obtaining illegal movie copies 
Obtaining Illegal movie copies 
Obtaining illegal movie copies 
Obtaining illegal movie copies 
Obtaining Illegal movie coples 
Obtaining Illegal movie copies 
Watching illegal movie copies 
Watching illegal movie copies 
Watching illegal movie copies 
Watching illegal movie copies 
Watching Illegal movie copies 
Watching illegal movie copies 


Obtaining illegal movie copies 
Watching Illegal movie copies 
Search costs (CO) 


Obtaining Illegal movie copies Watching Illegal movie copies 


*p < .05 (one-sided). 
“p< .01 (one-sided). 


Path Coefficient (t-Value) Total Effect (t-Value) 


—071 (1.84) —071 (1.84) 
.075 (1.06) .075 (1.06) 
100 (2.03) 100 (2.03)“ 
012 (82) —050 (1.29) 
009 (.03) .075 (1.02) 
– 009 (41) .079 (1.68) 
—063 (1.79) —063 (1.79) 
—087 (2.62)" —087 (2.62)" 
.044 (1.00) .044 (1.00) 
—019 (57) —019 (57) 
015  (.82) —040 (1.15) 
.007 (41) —069 (2.14) 
– 016  (.80) .022 (.50) 
—040 (2.00)** – 056 (1.78) 
089 (2.66)** .089  (2.66)** 
040 (2.16)** 120 (4.01)"* 
.012 (.34) .012 (.34) 
178 (2.90)““ 178 (2.90)** 
—002  (.04) —002  (.04) 
.035 (78) 035  (.78) 
.064 (1.70) .064 (1.70) 
.085 (1.46) .085 (1.46) 
019 (.93) .080 (80) 
—018 (69) 138 (2.07)“ 
.036 (1.56) .035 (.92) 
.029 (1.39) .060 (1.32) 
.010 (52) .066 (1.73)* 
—022  (.90) .053 (.97) 
172 (4.83)** 187 (5.28)** 
—003 (17) 156  (4.60)* 
—236 (2.12)* —236 (2.12)** 
‚875 (26.27)** .875 (26.27)** 


Notes. OR = original commercial movie consumption, and CO = Illegal movie copy. We calculated t-values through a bootstrapping routine with 


813 cases and 500 samples. 


has a significant, direct effect on obtainment (p < .05), in 
support of our hypotheses on file-sharing determinants. In 
addition, except for gross utility of the movie original 
(which is negatively correlated with obtainment, thus con- 
tradicting the prediction in Наг), all significant parameters 
are in the proposed directions, providing general support for 
our hypotheses. 

Of the 15 determinant constructs in the model, 8 have 
significant impacts. Specifically, as we propose in Hy, the 
degree of substitution between illegal copies and movie 
originals increases both obtainment and watching of illegal 
copies. Regarding the utility of the original, we find that the 
original's transaction costs raise the extent of obtainment, 


as we propose in Hsp, in addition to the negative effect of 
the original’s gross utility mentioned previously. The latter 
effect might result from the lower reference point for the 
utility of the original for consumers who possess more file- 
sharing knowledge. In other words, file-sharing skills might 
reduce the utility that consumers derive from seeing a 
movie in a commercial channel because they know how to 
get the same movie free of charge. In support of this argu- 
ment, when we add a path from file-sharing knowledge to 
gross utility, the path from gross utility to file sharing 
becomes nonsignificant. 

With regard to the transaction costs of the copy, three 
individual drivers are significantly correlated with file shar- 
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ing, in support of Hg. Whereas both search and moral costs 
provide hurdles for the consumer in obtaining illegal copies, 
technical costs directly reduce the probability that a cus- 
tomer will watch such copies. Two specific utilities of the 
copy enhance obtainment: perceptions of illegal movie 
copies as collectibles (the strongest direct effect of all deter- 
minants) and the consumer’s anti-industry attitude, which 
makes file sharing a kind of revenge action. These findings 
support Ну. Consumers’ file-sharing knowledge facilitates 
their obtainment of illegal copies directly, as well as by 
lowering search costs, as we propose in Hg, and Hgp. 

As we expected, watching illegal movie copies corre- 
lates strongly with the extent of obtainment. Except for 
technical costs and degree of substitution, which also 
exhibit significant, direct paths to watching illegal movie 
copies, all determinant constructs in the model influence 
illegal watching not directly but only through obtainment, 
which serves as a full mediator. 


Discussion, Implications, and 
Limitations 


Massive speculation about the potential impact of consumer 
file sharing of motion pictures abounds in the movie indus- 
try. Although industry representatives claim that illegal 
movie copies cause revenue losses, no peer-reviewed study 
has yet tested these claims. Existing research findings from 
adjacent industries, such as the music industry, have been 
inconclusive, and all previous studies either lack empirical 
data or use questionable proxies for file sharing, such as 
consumers’ Internet usage. Drawing on a longitudinal quota 
sample of German consumers, we use information about 
consumers’ file-sharing intentions and behavior toward a set 
of actual movie titles and then test for the impact of movie 
file sharing on movie consumption in commercial channels. 
The controlled longitudinal design avoids biases from a pri- 
ori differences between file sharers and попе sharers. It 
also enables us to correct our measures of legal movie con- 
sumption intentions for potential biases caused by the avail- 
ability of illegal movie copies, so that our estimates are 
unbiased by potentially unreliable “hindsight measures.” In 
addition, this is the first study to test a theory-based model 
of file-sharing determinants in a motion picture context, and 
it significantly extends current knowledge about the drivers 
of consumer file sharing. 

То determine the potential impact of file sharing on 
commercial channel consumption, we use ReLogit analysis, 
which corrects for logit coefficient bias, and find among our 
sample of 813 German consumers that illegal file sharing 
indeed affects movie theater box office revenues. Con- 
sumers’ intentions to view an illegal copy of a new movie 
reduce their propensity to attend theaters. This finding sug- 
gests that file-sharing intentions (which imply the con- 
sumer’s expectation of being able to obtain a copy of a cer- 
tain movie for free) limit the consumer’s interest in legal 
channel consumption, which in turn leads him or her to 
forgo consumption in these channels, regardless of whether 
the consumer actually obtains an illegal copy of the movie 
or not. We find that after we control for file-sharing inten- 
tions, obtaining an illegal movie copy significantly influ- 
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ences legal consumption only when the consumer has actu- 
ally watched the copy. In addition, consumers’ intentions to 
watch a movie copy significantly reduce their number of 
DVD rentals and purchases. Obtainment of illegal copies 
does not affect rental transactions and exerts a positive 
impact on DVD purchases when the consumer has not 
watched the copy. The latter effect suggests that an illegal 
movie copy can function as a cue for purchasing the DVD 
of a movie. In cases in which the copy the consumer obtains 
is broken or of a low quality, it can be argued that the con- 
sumer’s positive anticipation of watching the movie is 
rerouted into a purchasing act. If the copy works, the mere 
presence and resulting salience of the copy seems to 
heighten the consumer’s emotional and intellectual involve- 
ment with the movie title, which subsequently stimulates 
him or her to purchase the DVD of the movie (i.e., to "go 
for the original"). However, the positive impact of obtain- 
ment on DVD purchases is clearly less strong than the nega- 
tive impact of file-sharing intentions. We calculate an over- 
all annual industry loss of $300 million in Germany, which 
represents approximately 9.496 of the total industry reve- 
nues in 2005. Even when accounting for the assumptions of 
our method and sample, we consider these numbers 
substantial. 

Three major implications arise from these results. First, 
the movie industry is correct in proclaiming that consumer 
file sharing destroys a significant amount of its revenues. 
Second, consumers' intentions to engage in file sharing 
cause them to forgo theater visits, legal DVD rentals, and 
legal DVD purchases. Therefore, decreasing consumers' 
intentions to watch illegal movie copies may be the most 
powerful way to fight movie piracy. A reduction in the num- 
ber of illegal copies would bave much less of an impact (or 
even no impact) on piracy, as long as intentions remain 
unaffected. Third, although our nationwide estimates repre- 
sent bold numbers, they also demonstrate that recent indus- 
try claims exaggerate the true impact of file sharing. Some 
industry representatives argue that each illegal copy repre- 
sents a lost theater visit (Valenti 2004)—an effect that is 
more than twice that of our ReLogit-based estimate. Simi- 
larly the MPAA (2006) recently reported that industry 
losses due to piracy are $491 million in Germany per year, 
which exceeds our controlled longitudinal estimate by 7396. 

We also can offer insight into the role of file sharing by 
comparing our loss estimates with the industry's overall 
economic development. Specifically, German movie theater 
revenues declined by 16.6% in 2005, which exceeds our 
12.696 loss estimate for theater revenues and thus suggests 
that other factors contribute to the movie industry's crisis. 
This suggestion becomes even more persuasive when con- 
sidering that movie file sharing grew by only 15.596 in 2005 
(FFA 2006), so it logically should be responsible for only a 
small portion of the 2005 revenue decline. Assigning file 
sharing the role of the leading culprit might mean overlook- 
ing other threats of similar or even larger proportions. The 
declared “war on movie piracy" might limit tbe industry's 
ability to cope with and draw its attention away from socie- 
tal developments, such as massive increases in consumer 
spending on video/computer games and cell phones. Con- 
sumers clearly have increased spending on home video 


titles; DVD sales grew by double-digit figures to record 
numbers (Snider 2005), and a substitution effect is likely 
between theater visits and alternative kinds of movie con- 
sumption (Lehmann and Weinberg 2000). Therefore, movie 
studios might be contributing to shrinking attendance fig- 
ures themselves by promoting other distribution channels, 
such as DVD sales and legal online services. 

With regard to the determinants of illegal consumer file 
sharing, we adapt Rochelandet and Le Guel’s (2005) utility 
theory approach and identify five categories of potential 
influencers. This approach clarifies file sharing and moves 
beyond the simplistic explanation of “because it’s free” 
(e.g., MPAA 2004c). With our quota sample of 813 соп- 
sumers, we test the impact of these drivers and their associ- 
ated variables simultaneously through PLS. Our model 
explains more than twice the amount of variance of obtain- 
ing illegal copies than that achieved by previous studies 
(Rochelandet and Le Guel 2005). The PLS results highlight 
that each driver category contributes to consumer file shar- 
ing, though to differing extents. The three drivers that exert 
the strongest direct impact are the collection utility of the 
copy, consumers’ file-sharing knowledge, and transaction 
costs of the original; we present the first two drivers for the 
first time here. 

Our analysis also shows that file sharing occurs because 
of various factors, several of which offer antipiracy organi- 
zations specific starting points for countermeasures. 
Specifically, stressing the unethical element of appropriat- 
ing copyrighted content without compensating the copy- 
right owner in marketing campaigns could increase the 
moral costs of illegal file sharing and lower file-sharing 
activities. Similarly, because the transaction costs of com- 
mercial channels motivate consumer file sharing, movie 
producers should think about ways to reduce them. When 
watching a movie in theaters during its opening weekend is 
the only way to access a new movie legally, customers must 
pay the accompanying transaction costs that go far beyond 
the ticket price (e.g., babysitters and concession prices can 
make a single movie easily cost $50; Puig 2005) and there- 
fore feel pushed toward illegal channels, such as file shar- 
ing. Making movies available through new channels, such 
as video-on-demand, that involve lower transaction costs 
for the consumers and shortening the time gap between the 
theater and the home entertainment channels might be an 
appropriate way to win back transaction cost-sensitive con- 
sumers. However, this strategy could cause other problems, 
such as increased interchannel cannibalization (Hennig- 
Thurau et al. 2007; Lehmann and Weinberg 2000). Another 
Starting point for reducing file sharing would be to consider 
the degree of substitution the customer perceives. Although 
substitutability lies in the eye of the beholder, studios may 
want to stress the uniqueness of legal movie consumption or 
add features and elements to legal movie consumption that 
can hardly be included in illegal copies. Such elements 
might include events in the theater that stress the social ele- 
ment of moviegoing or attractive packaging of movies on 
DVD. The latter seems particularly relevant because it 
would reduce the relative collectability value of illegal 
copies, the main single driver of movie file sharing. 


However, other measures will be less effective for 
reducing movie piracy, particularly if they focus on legal 
costs (i.e., the consumer's fear of legal persecution). Such 
actions appear to be largely ineffective for limiting file shar- 
ing; we find no significant impact of legal costs on obtain- 
ing illegal copies in our PLS analysis, despite the intimida- 
tion studios have attempted to exert on file sharers in recent 
campaigns. In other words, the movie industry's initial reac- 
tion to the threat of movie file sharing—suing its own cus- 
tomers—appears to be misguided. 

As with every study, our results are limited to a certain 
extent. First, our analysis uses a set of 25 movies from 2006 
to test the effects of file sharing on commercial consump- 
tion and investigate its drivers. Because this set represents a 
snapshot, it is unclear how the results might differ for dif- 
ferent movies and a different time frame. However, our 
sample covers all major pictures released in the period, 
which gives us confidence that the results are stable. Sec- 
ond, in terms of generalization, our sample covers respon- 
dents from Germany, a major international market, but we 
can only speculate about other markets, such as North 
America. Because Germany and North America are similar 
in terms of several facets of movie consumption (e.g., U.S. 
films achieve a market share of 80% in Germany, movies’ 
successes are highly correlated in the two countries, there 
are comparable Internet diffusion rates), we expect the find- 
ings to be similar for North America, but we cannot provide 
empirical evidence to substantiate this. Similarly, although 
we provide strong evidence of cannibalization resulting 
from illegal copies and though the similarities between 
movies and other entertainment products suggest that the 
same effects could take place in those industries, our study 
cannot ensure cross-industry generalizations. Third, 
although our sample systematically mirrors the German 
movie consumer population in demographics, we concede 
that it is not a true random sample. However, post hoc com- 
parisons show that other criteria, such as movie consump- 
tion patterns, are similar between the sample and the rele- 
vant population. Fourth, our measurement approach enables 
us to separate the effects of consumer file-sharing intentions 
and behaviors on movie consumption on the basis of a con- 
trolled longitudinal study, but the survey method means that 
we must rely on consumer self-reported data rather than on 
“objective” data. However, we believe that this limitation 
does not strongly affect the results, because we use actual 
movie titles, measure specific behavioral variables, and 
avoid any kind of moral bias in the questionnaires. Fifth, we 
acknowledge that the consumer x movie observations in our 
data are not completely independent, which reflects reality, 
because some consumers will watch several movies in a 
given period and other consumers will watch only one. 
Sixth, we needed to develop several scales ourselves 
because of the limited extant research on movie file sharing. 
Although these scales indicate solid reliability and validity, 
further research into their quality would be helpful. This 
recommendation is particularly applicable to the determi- 
nant variables we measure using single items. 
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APPENDIX A 


List of Movie Titles 

so eS eS 

Individual Individual 

Responses Responses 
Title Description for Theater* for DVDc 
Bambi 2 United States 2006, famlly 111 (4) 110 (6, 4) 
Basic Instinct 2 United States 2006, thrlller/drama 561 (23) 497 (14, 7) 
Brokeback Mountain United States 2005, drama/romance 374 (81) 324 (18, 5) 
Capote United States 2005, drama 375 (25) 324 (13, 2) 
Casanova United States 2005, comedy/romance 705 (33) 630 (31, 9) 
Da Vincl Code United States 2006, thriller 559 (175) —d 
Die Wilden Наћпег Germany 2006, family 112 (7) 110 (3, 4) 
Die wilden Kerle 3 Germany 2006, family 112 (7) 110 (5, 3) 
Die Wolke Germany 2006, drama/romance 372 (7) —9 
Elementarteilchen Germany 2006, drama/romance 375 (51) 324 (14, 0) 
Failure to Launch United States 2006, comedy/romance 702 (49) 630 (42, 6) 
Felix 2 Germany 2006, famlly 112 (4) —d 
Freedomland United States 2006, thriller 563 (0) —ü 
Good Night, and Good Luck United States 2006, thriller/drama 559 (16) —d 
Ice Age 2 United States 2006, family/comedy 112 (53) —9 
Lord of War United States 2005, action/thriller 451 (45) 394 (54, 5) 
Mission: Impossible Ш United States 2006, action/thriller 449 (66) —9 
Pink Panther United States 2006, comedy 702 (25) 630 (22, 3) 
Saw II United States 2006, actlon/horror 451 (26) 394 (23, 1) 
Scary Movie 4 United States 2006, comedy/horror 698 (22) 630 (21, 4) 
Syriana United States 2006, thriller/drama 563 (53) 497 (53, 9) 
The New World United States 2005, drama/adventure 373 (2) 324 (8, 1) 
The Weatherman United States 2005, comedy/drama 703 (13) 630 (23, 6) 
Underworld 2: Evolution United States 2006, actlon/fantasy 451 (45) 394 (25, 11) 
V for Vendetta United States 2005, action/science fiction 450 (34) 394 (17, 9) 


aNumber іп parentheses signifles positive theatergoing decisions. 

bGerman томе theater release canceled after disappolnting U.S. box office results. 
cNumber in parentheses signifies positive DVD rental and DVD purchase decisions. 
dMovie not released on DVD at the time of the third survey. 


APPENDIX B 


Items for File-Sharing Determinants 


А 


Construct Measurement Scale; Adapted from 

Gross utility of 1. What are you usually willing to pay when watching a new movie at the Formative, metric; 
the original theater? Rochelandet and 
movie 2. What are you usually willlng to pay when purchasing a new movie on DVD? Le Guel (2005) 

3. What are you usually willing to pay when renting a new movie on DVD? 

Price of the 1. When you go to the movies: In your experience, what do you pay for a Formative, metric; 
orlginal theater ticket? Rochelandet and 
movie 2. When you purchase a movie on DVD: In your experience, what do you pay Le Guel (2005) 

for a DVD? 
3. When you rent a movie on DVD: In your experience, what do you pay for 
renting a movie? 

Transaction 1. How cumbersome is It to watch a chosen movie In a movie theater? Formative, six-point; 
costs of the 2. How cumbersome is It to purchase a chosen movie on DVD? Rochelandet and 
original 3. How cumbersome Is It to rent a chosen movie on DVD? Le Guel (2005) 
movie 4. In your expenence, how high are the additional costs (beyond the price of 

the theater ticket) when going to the movies? 

5. In your experience how high are the additional costs (beyond the price of 
the DVD) when purchasing a movie on DVD? 

6. In your experience how high are the additional costs (beyond the rental 
price) when renting a movie on DVD? 

Moral costs of 1. Shanng movie copies with others via Internet file-sharing networks is unfalr Reflective, six-polnt; 
the copy to the filmmakers. Huang (2005) 


2. Sharing movie copies is unethical. 
3. When you share movie copies, you do harm to someone. 
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APPENDIX B 





Continued 
Construct Measurement Scale; Adapted from 
Legal costs of 1. The danger of being punished for sharing movie copies is high. Reflective, six-point; 
the copy 2. Sharing movie copies is a legally risky thing. Chlang and Assane 


Technical costs 


1. The danger of my personal computer becoming infected with computer 


of the copy viruses when sharing movie coples is high. 
2. Sharlng movie copies can entail serious technical computer problems. 
Search costs of 1. How cumbersome Is it to download a chosen movie from file-sharing 
the copy networks? 
2. How cumbersome is It to get a chosen movie as a copy from others? 
Degree of 1. To what degree can a movie copy downloaded from file-sharing networks 
substitution or received from friends substitute viewing the movie in a theater? 
2. To what degree can a movie copy downloaded from file-sharing networks 
or received from friends substitute purchasing the movie on DVD? 
3. To what degree can a movie copy downloaded from file-sharing networks 
or received from friends substitute renting the movie on DVD? 
Transactlon With movle copies you can make a real “deal”! 
utility 
Mobllity utility You can take movie coples with you on the go (e.g., on notebook computers 
or video IPods). 
Storage utility With movie coples, you can save space in your flat compared to DVD video 


Anti-industry utility 


boxes. 


By obtaining movie copies, you can “get back” at ће movie studios and 
media corporations. 


Social utility By sharing movie coples, you belong to a group of Ilke-minded people with 
similar Interests. 
Collection utility Movie copies have a high collector's value. 
File-sharing 1.1 know several different file-sharing networks. 
knowledge 2. | know how to find and download software for file-sharing networks on the 


Internet. 

3. | know how to set up file-sharing software In order to download files from 
these networks. 

4. | know how to configure firewalls in order to be able to access flle-sharing 
networks. 

5. | know how to find and download codecs from the Internet. 

6. | can judge from the video file format (e.g., avi, xvid-avi, divx-avi, wmv, 
mpeg) and the file size Just about how good the image quality of the 
downloaded video file will be. 


(2002) 


Reflective, six-point 


Formative, six-point; 
Rochelandet and 
Le Guel (2005) 


Formative, six-polnt; 
Rochelandet and 
Le Guel (2005) 


SIngle-item, slx-point; 
new scale 


Single-Item, six-point; 
new scale 


Single-item, six-point; 
new scale 


Single-Item, six-point; 
new scale 


Single-rtem, six-polnt; 
new scale 


Single-item, slx-point; 
new scale 


Formative, six-point; 
new scale 
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Yuping Liu 


The Long-Term Impact of Loyalty 
Programs on Consumer Purchase 
Behavior and Loyalty 


Despite the prevalent use of loyalty programs, there is limited evidence on the long-term effects of such programs, 
and their effectiveness is not well established. The current research examines the long-term impact of a loyalty 
program on consumers’ usage levels and their exclusive loyalty to the firm. Using longitudinal data from a 
convenience store franchise, the study shows that consumers who were heavy buyers at the beginning of a loyalty 
program were most likely to claim thelr qualified rewards, but the program did not prompt them to change their 
purchase behavior. In contrast, consumers whose initial patronage levels were low or moderate gradually 
purchased more and became more loyal to the firm. For light buyers, the loyalty program broadened their 
relationship with the firm into other business areas. The findings suggest a need to consider consumer 
idiosyncrasies when studying loyalty programs and illustrate consumers’ cocreation of value in the marketing 
process. 


tionship management (CRM) strategy, loyalty pro- ment. It is vital for managers to know whether and how 

grams aim to increase customer loyalty by reward- these programs work before they take the plunge. 
ing customers for doing business with the firm. Through This research contributes to a better understanding of 
these programs, firms can potentially gain more repeat busi- loyalty programs in three ways. First, although evidence 
ness and, at the same time, obtain rich consumer data that about the effectiveness of loyalty programs has begun to 
aid future CRM efforts. Since American Airlines launched accumulate recently, the field is still underdeveloped, and a 
the first contemporary loyalty program in 1981, loyalty pro- clear picture has yet to emerge. Addressing this issue, 
grams have blossomed and now span various industries, Bolton, Kannan, and Bramlett (2000, p. 28) suggest that “to 


A an important component of firms’ customer rela- costly investments and require a firm’s long-term commit- 


including retail, travel, and financial industries. It is esti- determine the long-term efficacy of a loyalty rewards pro- 
mated that more than half of U.S. adults are enrolled in at gram, a company must quantify the program’s influence on 
least one loyalty program (Kivetz and Simonson 2003). future purchase behavior (e.g., usage levels).” The current 


Despite the prevalent use of loyalty programs, their research responds to the suggestion by quantifying on a 
effectiveness is not well understood (Bolton, Kannan, and large scale the effectiveness of a loyalty program in the con- 
Bramlett 2000). Some researchers question the value of loy- venience store industry. The key research question is 
alty programs. For example, Dowling (2002) suggests that whether loyalty programs change consumers’ patronage 
loyalty programs do not necessarily foster loyalty and are levels and exclusive loyalty to the firm. These outcomes are 
not cost effective and that the proliferation of loyalty pro- important to study because they are directly related to con- 
grams is a hype or a “me-too” scheme. Conversely, some sumer profitability and the financial success of a loyalty 
recent studies show that loyalty programs have a positive program. 
impact on consumers’ repatronage decisions and their share Second, this research examines consumers’ longitudinal 
of wallet (e.g., Lewis 2004; Verhoef 2003). With limited behavior change after they join a loyalty program. Given 
empirical validations, the debate on whether loyalty pro- the long-term orientation of loyalty programs and their 
grams are truly effective continues. The divergent views transformation of single purchases into multiperiod deci- 
suggest a need to understand these programs better. This is sions (Kopalle and Neslin 2003), it is natural that their 
also of strategic importance because such programs are effectiveness should be examined longitudinally. Method- 

ologically, studying loyalty programs over time alleviates 

self-selection bias. Because loyalty program members may 
Yuping Ци is Assistant Professor of Marketing, College of Business and already be frequent customers who are more likely to find 
Public Administration, Old Dominion University (e-mail: YXXLiuG odu. the program attractive, simply comparing the behavior of 
edu). The author thanks Ruth Bolton, William Boulding, Richard Staelin, loyalty program members with that of nonmembers cannot 
and the four anonymous JM reviewers for their helpful suggestions on establish a conclusive causal relationship (Leenheer et al. 
prior drafts of this article, as well as Old Dominion University for funding 2003). Thus, examining dynamic behavior change is more 
the research. powerful than cross-sectional studies of behavior at a cer- 
To read and contribute to reader and author dialogue on JM, visit tain point in time (Verhoef 2003). However, relatively few 
htto:/www.marketingpower.com/imbiog. published empirical studies have examined longitudinal 
aes =: loyalty program effects, especially from the perspective of 
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continuous loyalty programs. This leaves a gap in the 
understanding of the true effects of such programs. A recent 
study by Lewis (2004) has advanced this area by examining 
dynamic postreward effects on consumer behavior in the 
context of a continuous loyalty program. The current 
research extends this work by studying the general effects 
of such a loyalty program on long-term purchase behavior 
change. 

Third, this research studies how the idiosyncrasies of 
individual consumers influence behavior changes that occur 
after they join a loyalty program. Previous research has 
shown that the idiosyncratic fit of an individual with a loy- 
alty program can influence his or her likelihood of joining 
the program (Kivetz and Simonson 2002). However, it is 
not clear whether such effects would carry over to how 
these consumers change their purchase patterns after pro- 
gram enrollment. Adding to the limited set of individual 
idiosyncrasies that have been examined in the literature, the 
current research explores how consumers with different ini- 
tial usage levels change their behavior to maximize the 
benefits they receive from a loyalty program. 


Are Loyalty Programs Effective? 


Definition 

Loyalty program. In this article, a “loyalty program" is 
defined as a program that allows consumers to accumulate 
free rewards when they make repeated purchases with a 
firm. Such a program rarely benefits consumers in one pur- 
chase but is intended to foster customer loyalty over time. 
Thus, promotions that work as “one-shot deals,” such as 
instant scratch cards, are not considered loyalty programs 
here. This exclusion is appropriate because these one-time 
promotions do not create the same customer lock-in as true 
loyalty programs (Sharp and Sharp 1997). 

Consumer loyalty. This research adopts Oliver’s (1999, 
p. 34) definition of consumer loyalty as “a deeply held com- 
mitment to rebuy or repatronize a preferred product/service 
consistently in the future.” According to Oliver, consumer 
loyalty can occur at four different levels: cognitive, affec- 
tive, conative, and behavioral. Although all four facets of 
consumer loyalty are important, the current research 
focuses on behavioral loyalty. This aspect of consumer loy- 
alty has not been thoroughly examined in previous research, 
even though it has a direct impact on a firm’s bottom line 
and facilitates the assessment of loyalty program profitabil- 
ity (and, relatedly, the decision to invest in such a program 
or to expand or terminate an existing program). 


Loyalty Programs and Value Enhancement 


Loyalty programs are often considered value-sharing instru- 
ments and can enhance consumers’ perceptions of what a 
firm has to offer (Bolton, Kannan, and Bramlett 2000; Yi 
and Jeon 2003). This value enhancement function is impor- 
tant because the ability to provide superior value is instru- 
mental to customer relationship initiation and retention 
(Sirdeshmukh, Singh, and Sabol 2002; Woodruff 1997). 
Indeed, enhanced value perception is considered a neces- 
sary condition to a loyalty program's success (O'Brien and 
Jones 1995). 
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Loyalty programs provide value to consumers in two 
stages. In the first stage, program points are issued to con- 
sumers at the time of purchase. Although these points have 
no practical value until they are redeemed, recent studies 
show that they have important psychological meaning to 
consumers (Hsee et al. 2003; Van Osselaer, Alba, and Man- 
chanda 2004). The psychological benefit increases the 
transaction utility of a purchase (Thaler 1985) and, subse- 
quently, the overall value perception of doing business with 
the firm. Because consumers can later redeem points for 
free rewards, point accumulation creates an anticipation of 
positive future events, which increases consumers' likeli- 
hood of staying in the relationship (Lemon, White, and 
Winer 2002). 

In the redemption stage, consumers receive both psy- 
chological and economic benefits from a loyalty program. 
The free reward functions as a positive reinforcement of 
consumers' purchase behavior and conditions them to con- 
tinue doing business with the firm (Sheth and Parvatiyar 
1995). Psychologically, giving free rewards to customers 
shows the firm's appreciation and personal recognition of 
its customers. This sense of being important can enhance 
consumers’ overall sense of well-being and deepen their 
relationship with the firm (Bitner 1995; Gwinner, Gremler, 
and Bitner 1998). Some researchers suggest that there are 
other psychological benefits as well, such as the opportu- 
nity to indulge in guilt-free luxuries (Kivetz and Simonson 
2002) and a sense of participation (Dowling and Uncles 
1997), which may be especially appropriate for brands that 
do not carry this belongingness (Oliver 1999). All these 
psychological and economic benefits translate into an 
attractive value proposition from the firm. 


Loyalty Programs and Relationship Commitment 


Beyond the need for superior value, a necessary condition 
for any relationship to develop is the commitment of both 
parties in the relationship (Morgan and Hunt 1994). Given a 
wide variety of choices and a low switching barrier, it is 
easy for today’s consumers to switch among different firms. 
This poses significant threats to customer relationships 
because consumers are not likely to commit to a single 
brand or firm. Loyalty programs can alleviate this lack of 
commitment and reduce customer defection by raising 
switching costs. Because loyalty programs reward сиз- 
tomers for their repeated patronage, consumers tend to 
focus their purchases in one program to maximize the bene- 
fits they receive (Sharp and Sharp 1997). Such vested inter- 
ests in a program make it difficult for competitors to entice 
customers away from a firm. Using game-theoretic models, 
Kim, Shi, and Srinivasan (2001) demonstrate that such a 
competitive barrier benefits the firm and results in higher 
prices in the marketplace. This is especially true for high- 
variety-seeking products and services (Zhang, Krishna, and 
Dhar 2000). 

Loyalty programs not only help build customer commit- 
ment but also demonstrate a firm’s commitment. It is often 
costly for firms to initiate and maintain a loyalty program. It 
requires extensive efforts to manage point records and 
reward issuance. After such a program is in place, it is usu- 
ally difficult to terminate it without risking the loss of con- 


sumers’ goodwill. Although a loyalty program brings real 
cost to the business, it also shows the firm’s commitment to 
establishing a long-term relationship with its customers. 
Such a commitment and demonstration of goodwill can fur- 
ther deepen the relationship between the firm and its 
customers. 


Empirical Evidence of the Effectiveness of 
Loyalty Programs 


Lab and field studies have examined whether loyalty pro- 
grams indeed positively affect consumers. Although both 
types of research are important, this section focuses on 
empirical examinations of real loyalty programs based on 
actual consumer behavior because they are most closely 
related to the current research. Existing studies in this area 
can be classified into three categories depending on the 
comparison base on which conclusions are drawn. 


Comparison across competitors. The first group of stud- 
ies quantifies the impact of loyalty programs by comparing 
them across multiple firms. The focal variables are usually 
market share or share of wallet. Using consumer panel data 
of grocery purchases, both Magi (2003) and Leenheer and 
colleagues (2003) find mixed support for the positive 
effects of loyalty programs on share of wallet. Leenheer and 
colleagues' study reveals increased share of wallet for four 
of seven programs and offers support for the use of accu- 
mulated rewards (as opposed to price discounts) in loyalty 
programs. Mági finds that loyalty program membership 
increases a consumer's share of wallet and store visit and 
decreases shares for competitors. However, this is supported 
only at the chain level, not at the store level. Focusing on 
the airline industry, both Kopalle and Neslin (2003) and 
Nako (1992) conclude that frequent-flier programs enhance 
the value of an airline's products and increase consumer 
demand for airlines that offer such programs. 

Within this same category of research but focusing on a 
different behavioral variable, Sharp and Sharp (1997) inves- 
tigate the impact of Australia's Fly Buys program by com- 
paring observed purchase frequencies with the Dirichlet 
baseline and find only a weak improvement in repeat- 
purchase behavior for most stores. Using a similar 
approach, Meyer-Waarden and Benavent (2006) find only 
mixed effects of the loyalty programs offered by several 
French grocery retailers. Because members of the Fly Buys 
program can earn loyalty points across stores, it can be 
argued that such a multistore loyalty program fosters loy- 
alty toward the program rather than toward any particular 
store and may even encourage consumers to divide their 
loyalty among multiple firms (Dowling and Uncles 1997). 
This limits the generalizability of the findings. Moreover, 
rewards offered by the Fly Buys program (free air travel or 
lodging) are unrelated to actions consumers need to take 
(patronizing retail stores) to accumulate points. Recent 
research suggests that this type of program may elicit reac- 
tance from consumers and reduce their intrinsic motivation 
to engage in the original purchase activities (Kivetz 2005). 

Comparison across consumers. The second type of 
existing research compares the behavior of loyalty program 
members with that of nonmembers to identify the impact of 
loyalty programs. Both Verhoef (2003) and Bolton, Kannan, 


and Bramlett (2000) examine the effectiveness of loyalty 
programs in the financial industry. Verhoef finds that par- 
ticipation in an insurance firm's loyalty program makes 
consumers more likely to stay with the firm and encourages 
them to expand their business with the firm. Bolton, Kan- 
nan, and Bramlett offer a more in-depth examination of this 
issue by studying the moderating effect of a credit card 
firm's loyalty program on the relationship between con- 
sumers' service experiences and their subsequent behavior. 
They find that program members weigh negative experi- 
ences less in their repatronage decisions than nonmembers. 
This is consistent with the proposition that Joyalty programs 
form competitive barriers between firms and allow firms to 
enjoy their customers more exclusively. Bolton, Kannan, 
and Bramlett do not find a significant main effect of loyalty 
program membership on customer retention, but their 
results show that loyalty program members used their credit 
cards more than nonmembers. 

As mentioned previously, studies comparing loyalty 
program member and nonmember behavior are subject to 
self-selection bias. That is, the differences between mem- 
bers and nonmembers may exist before the program rather 
than being a result of the program. This makes it difficult to 
establish the direction of the causal relationship, prompting 
researchers to suggest the appropriateness of studying 
dynamic behavior change instead (Lewis 2004; Verhoef 
2003). 


Comparison across time. The third category of studies 
remedies self-selection bias by studying the same con- 
sumers' behavior across time. A majority of these studies 
focus on short-term loyalty programs. A typical setting is an 
N-week turkey/ham supermarket reward program in which 
consumers need to spend over a set amount each week for 
N weeks to receive a free turkey or ham (e.g., Lal and Bell 
2003; Taylor and Neslin 2005). Studies find general support 
for such programs in terms of increased spending levels. 
Dréze and Hoch (1998) further conclude that a loyalty pro- 
gram targeting a specific product category not only 
increases spending in the focal product category but also 
increases store traffic and overall spending in all categories. 

When studying behavior changes over time, researchers 
suggest two types of effects: a short-term point pressure 
effect and a long-term rewarded behavior effect (Taylor and 
Neslin 2005). The point pressure effect represents a tempo- 
rary shock in spending as consumers increase their purchase 
levels to qualify for a reward, analogous to the artificial 
increase in sales during a promotion. Drawing on the goal- 
gradient hypothesis, Kivetz, Urminsky, and Zheng (2006) 
find that this point pressure effect increases as consumers 
get closer to a reward, resulting in purchase acceleration. 
However, they also find that after the reward is obtained, the 
positive change in behavior dissipates, similar to the sales 
dip after a promotion. In contrast, the rewarded behavior 
effect refers to long-term sustained purchase increase, 
which can be a result of factors such as appreciation of the 
reward received and stronger loyalty toward the firm. 

These two effects manifest differently in short-term and 
continuous loyalty programs (e.g., frequent-flier programs). 
Short-term programs are analogous to sales promotion and 
signify firms' temporary commitment. They create a pri- 
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marily point pressure effect due to the programs’ novelty 
and a clear time line and goal. Conversely, continuous loy- 
alty programs represent firms’ long-term commitment and 
are analogous to everyday low price. Although they may be 
novel at first and consumers may experience point pressure 
each time they get close to a reward, the long-term effects 
of such programs are mainly the rewarded behavior type. 

Empirical findings on the effects of continuous loyalty 
programs across time are more sparse. Allaway and col- 
leagues (2006) offer an indirect examination of longitudinal 
effects by segmenting retail loyalty program members 
according to their behavior. They find that the program 
positively affects only a small portion of consumers. Lewis 
(2004) examines the loyalty program of an online retailer 
and finds that the level of reward received in a prior period 
positively affects the probability of making larger-sized 
transactions in the current period. Note that focusing on 
postreward effects presents two limitations. First, it creates 
a recursive relationship because the level of reward a con- 
sumer receives in one period is itself contingent on the con- 
sumer’s behavior change. As a result, a higher-level pur- 
chase in subsequent periods may simply be a continuation 
of the previous positive reaction to the loyalty program 
rather than a result of higher-level rewards received in prior 
periods. Second, postreward effects capture only one type 
of loyalty program effects. The point pressure research dis- 
cussed previously suggests that behavior changes can occur 
not only after but also before the receipt of a reward 
(Kivetz, Urminsky, and Zheng 2006; Taylor and Neslin 
2005). There are also subtler aspects of a loyalty program, 
such as a sense of belongingness (Dowling and Uncle 1997) 
and the perception of effort advantage (Kivetz and Simon- 
son 2003). Because consumers can earn free rewards only 
infrequently in most programs, their behavior changes are 
typically driven by these subtler effects. 


Summary 


The empirical studies reviewed here provide mixed support 
for loyalty programs, and there is still much controversy 
over whether the loyalty program is an appealing marketing 
tool (Leenheer et al. 2003; Shugan 2005). The foregoing 
analysis reveals the need to address two issues. First, given 
the future orientation of loyalty programs, it is necessary to 
integrate a long-term focus into the research of these pro- 
grams. This need is supported by the finding that CRM 
efforts often do not produce obvious short-term gains but 
rather should be assessed in the long run (Anderson, For- 
nell, and Lehmann 1994). Most of the longitudinal studies 
reviewed focus on loyalty programs that ran only for a short 
period. Lewis’s (2004) study is the only one that systemati- 
cally examines the dynamic effects of a continuous loyalty 
program. However, as discussed previously, its focus on 
postreward effects represents an incomplete view of loyalty 
program effects. Future longitudinal research should extend 
Lewis’s research to include more general effects of continu- 
ous loyalty programs. 

Second, not all consumers respond to loyalty programs 
in the same way, because the appeal of a program can differ 
among consumers, depending on factors such as current 
usage levels and perception of effort advantage (Kim, Shi, 
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and Srinivasan 2001; Kivetz and Simonson 2003). These 
individual differences may have contributed to the mixed 
findings in the literature. A few studies reviewed have 
begun to examine the moderating effects of individual char- 
acteristics (Lal and Bell 2003; Lewis 2004; Taylor and Nes- 
lin 2005). However, the operationalization of some of these 
variables limits their managerial relevance. The purchase- 
level tiers in Lal and Bell’s (2003) study were based on the 
same time span (i.e., the entire analysis period) as the focal 
variables, and the reward redemption in Taylor and Neslin's 
(2005) study occurred after the focal variables. Although 
these variables are useful in assessing the success of a 
short-term loyalty program after it is run, they provide lim- 
ited foresight for continuous loyalty programs. For a contin- 
uous program, knowledge of preexisting differences among 
consumers early on in the program will provide more mean- 
ingful managerial implications and better guidance on the 
design and management of such a program. Lewis (2004) 
studied one such preexisting difference—namely, demo- 
graphics. This should be extended to include other a priori 
individual differences that may influence consumers' reac- 
tions to a loyalty program. 


Research Hypotheses 


Overview 

The current research aims to answer three questions: (1) 
How do consumers change their usage levels after joining a 
loyalty program? (2) Does the program make consumers 
more loyal over time? and (3) How do consumers with dif- 
ferent initial spending levels respond differently to the pro- 
gram? These research questions specifically tackle the two 
issues raised in the literature review. Because the purpose of 
loyalty programs often is to increase the loyalty and value 
contribution of consumers, it is important to know whether 
this goal is fulfilled. This study examines how consumers 
gradually adapt their purchase behavior across an extended 
time span after their initial enrollment in a long-term loy- 
alty program. As discussed previously, the implications of 
short-term versus long-term loyalty programs are different, 
and so far, dynamic studies of the latter have been far more 
sparse and inconclusive. This research contributes to a bet- 
ter understanding in this area. By capturing program effects 
through the movement of time, this research extends 
Lewis's (2004) findings to include more general effects of a 
loyalty program and enables a firm to predict the path its 
consumers will take after joining such a program. 

This research also examines how a loyalty program 
affects consumers differently by examining the moderating 
effect of consumers' existing usage levels. It is of strategic 
importance to examine the responses of consumers with dif- 
ferent initial usage levels because their value contributions 
to a firm vary and can either increase or dilute the firm's 
profitability (Dowling and Uncles 1997; Reinartz and 
Kumar 2000). Marketing researchers have suggested that 
usage level is an important consideration in loyalty program 
design and effects (Bolton, Kannan, and Bramlett 2000; 
Dowling and Uncle 1997). However, this premise has not 
been subject to much empirical scrutiny. Although Lal and 
Bell (2003) incorporate usage levels, they operationalize the 


variable as total spending during the entire course of a 
short-term loyalty program, which, as mentioned previ- 
ously, provides limited foresight for the management of a 
continuous loyalty program. This research remedies this by 
using consumers’ spending levels during an initialization 
period. The following section considers how different tiers 
of consumers change their usage levels and exclusive loy- 
alty over time. 


Impact of Loyalty Programs on Usage Levels 


Most loyalty programs are designed to encourage increased 
usage of a firm’s products or services. In general, the more 
a consumer buys, the more rewards he or she is likely to 
earn. Thus, loyalty programs create an expectancy of posi- 
tive outcomes associated with making a purchase (Vroom 
1964). When consumers realize that their purchase behavior 
is instrumental in achieving a positive outcome, they will be 
more likely to engage in the behavior (Latham and Locke 
1991). From an operant conditioning point of view (Skinner 
1953), rewards from loyalty programs serve as the condi- 
tioning stimulus to sustain desired behavior. In support of 
these views, empirical studies show that rewards can direct 
behavior and increase task performance (Eisenberger and 
Rhoades 2001; Strohmetz et al. 2002). Thus, it is expected 
that loyalty programs will positively affect consumers’ 
usage levels, which leads to the first hypothesis: 


Н;: Consumers gradually increase their usage level after join- 
ing a loyalty program. 


In this research, consumers’ usage levels are captured 
by two variables: purchase frequency and transaction size. 
Purchase frequency is considered an important predictor of 
consumers’ status with a firm (Schmittlein, Morrison, and 
Colombo 1987; Venkatesan and Kumar 2003) and has been 
used in the past as an indicator of loyalty program success 
(Bolton, Kannan, and Bramlett 2000; Sharp and Sharp 
1997). However, transaction size has rarely been included 
in previous studies. Because consumers can maximize 
rewards by increasing how much they spend in a transaction 
and because this amount is an essential part of their value 
contribution to the firm, it is important to include transac- 
tion size in the study of loyalty programs. 

Although usage levels can be measured as the total 
amount a consumer spends, studying purchase frequency 
and transaction size separately is deemed to be more appro- 
priate for two reasons. First, purchase frequency and trans- 
action size have different implications for a firm. With high 
fulfillment costs per order (e.g., due to payment processing 
or shipping costs), basket size is an important determinant 
of the firm’s profit margin. In comparison, for a firm in 
which recency of purchase is an important predictor of 
future behavior, purchase frequency may be a more critical 
business factor. Studying purchase frequency and size sepa- 
rately is more in line with such firms’ strategies. Second, 
reflecting the strategic difference between purchase fre- 
quency and transaction size, some loyalty programs reward 
consumers for frequency (e.g., rewarding a set number of 
points for each purchase), and others encourage larger pur- 
chases (e.g., by setting a minimum transaction size). Differ- 
entiating between purchase frequency and transaction size 


allows for a more accurate assessment of these programs’ 
effects.! Methodwise, studying individual transaction size 
instead of total spending increases the power of the analysis 
and reduces aggregation bias. It also allows for the assess- 
ment of exclusive loyalty using the relationship between 
transaction size and interpurchase time, as is demonstrated 
subsequently. 


Moderating Effect of Initial Usage Level 


The extent to which consumers increase their spending 
because of the incentives can depend on their initial usage 
levels. In the only existing research that has studied the 
moderating effects of consumer usage levels on loyalty pro- 
gram impact, Lal and Bell (2003) find the least behavior 
change among the heaviest spenders and more significant 
changes among low and moderate spenders. The current 
study extends these findings to continuous loyalty pro- 
grams, in which sustained behavior change, rather than tem- 
porary shock, is more likely to be the goal. Furthermore, 
unlike Lal and Bell, who segment consumers according to 
their spending levels during the entire duration of a pro- 
gram, this research uses consumers’ usage levels at the 
beginning of the program, thus increasing the predictive 
usefulness of the findings. 

Two considerations underlie how different consumer 
segments may respond differently to the same loyalty pro- 
gram. First, depending on consumers’ existing usage levels, 
a loyalty program may be appealing to various degrees. If a 
consumer buys little from the firm, he or she will need to 
wait a long time for a reward. Thus, the consumer may not 
consider the program relevant. In contrast, heavy and mod- 
erate buyers have an effort advantage over light buyers 
because they do not need to work that hard or to wait that 
long for the rewards (Kivetz and Simonson 2003). This 
effort advantage can enhance the perceived fit and attrac- 
tiveness of the loyalty program to such consumers. 
Although the idiosyncratic fit theory has been confirmed on 
consumers’ intention to join a loyalty program, it may con- 
tinue to influence consumers after program enrollment, 
especially for moderate buyers. For heavy buyers, this influ- 
ence of effort advantage on purchase behavior is more 
ambiguous. The reward literature suggests that when 
rewards do not offer enough challenge to task performance, 
they lack the motivational effect to induce behavior change 
(Eisenberger and Rhoades 2001). Because heavy buyers 
already obtain rewards easily at the current purchase level, 
they will have less incentive to increase their efforts. 

The second consideration in studying initial usage level 
as a moderator is the ultimate limit of a consumer’s demand 
for a product or service, such as how much he or she travels 
(Dowling and Uncles 1997). Motivation notwithstanding, 
consumers will raise their usage level only if it is below 
their consumption limit. Consequently, this creates a ceil- 
ing effect that is most likely to affect frequent buyers 


lAlthough the particular loyalty program studied in this article 
issues reward points based on the amount consumers spend at the 
store, studying purchase frequency and transaction size separately 
helps establish baseline effects of the program on these two 
variables, with which future studies of other types of loyalty pro- 


grams can be compared. 
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because they already consume heavily (Lal and Bell 2003). 
Together, these considerations suggest that moderate buyers 
should experience the greatest change in usage levels 
because they perceive effort advantage and higher relevance 
of the program but are not as likely to be subject to the ceil- 
ing effect as heavy buyers. This leads to the following 
hypothesis: 

Но: Moderate buyers’ usage levels increase faster than those of 

heavy and light buyers after loyalty program enrollment. 


Impact of Loyalty Programs on Consumer Loyalty 


A main advantage of loyalty programs is their ability to 
increase switching cost (Kim, Shi, and Srinivasan 2001). 
When consumers join a loyalty program, to accumulate 
rewards more quickly, they are likely to concentrate their 
purchases on one firm, such as booking all flights through 
one airline. Furthermore, because loyalty program members 
tend to overlook negative experiences with the firm and are 
less likely to compare the firm with competitors (Bolton, 
Kannan, and Bramlett 2000), they are more likely to buy 
exclusively from the firm. 

In the long run, the increase in switching costs has 
important implications for customer loyalty. First, the 
longer a consumer has been in a program, the more vested 
interests he or she will have in the program, and the more 
the consumer will have at stake if he or she were to leave 
the firm. This creates a long-term customer lock-in (Sharp 
and Sharp 1997). Second, higher switching costs mean that 
loyalty program members are less likely to have extended 
experience with competitors, further reducing their ability 
to weigh competitor comparison in their decisions (Bolton, 
Kannan, and Bramlett 2000). Consequently, consumers are 
expected to become more loyal after joining a loyalty pro- 
gram, which leads to the next hypothesis: 


H3: A firm's loyalty program members become more loyal to 
the firm over time. 


Similar to the change in usage levels, a loyalty program 
can influence different consumers’ loyalty levels differently. 
At one end of the continuum, light buyers may not be moti- 
vated to become more loyal to a firm, because the loyalty 
program is not highly attractive to them. At the other end, 
heavy buyers already can enjoy frequent rewards and thus 
do not have a strong incentive to change their behavior. 
Again, moderate buyers are the most attractive target. These 
consumers perceive enough relevance and benefits from the 
program to change their purchase behavior and shift their 
purchases to one firm. This leads to the following 
hypotheses: 

На: Moderate buyers’ loyalty levels increase faster than those 


of heavy and light buyers after loyalty program 
enrolIment. 


Data and Methodology 


The Data 


The data used in this study came from a convenience store 
chain's loyalty program. For the purpose of confidentiality, 
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the name of the firm is not disclosed here. The loyalty pro- 
gram allows consumers to earn points for every dollar they 
spend at the store. Tiers of rewards, such as a bottle of soda, 
are related to the total number of points accumulated. The 
program rewards consumers an average of $1 in free 
products/services for every $100 spent (ie., 1% reward 
ratio), with higher-tier rewards carrying a higher reward 
ratio. Consumers need to enroll in the program to earn free 
rewards, but program membership is free. 

A random sample of 1000 consumers was extracted 
from the program using two criteria: (1) The consumer 
joined the loyalty program in its first year of operation, and 
(2) the consumer made at least two purchases. The latter 
constraint ensures that there are meaningful data for every 
consumer. The data cover purchases during the first two 
years of the program, which started in March 2002. Alto- 
gether, the sample made 42,788 purchases. The number of 
purchases made by a consumer ranged from 2 to 369, with 
a median of 25. The median transaction size was $13.75. 


Modeling Purchase Frequency 


Consumers' purchase frequency is modeled as Equation 1, 
where Frequency; is the number of transactions by con- 
sumer i in month m and Month, is the number of months 
consumer i has been in the loyalty program at month m. 
Logarithmic transformation of Month, is used to accom- 
modate the notion that purchase frequency is unlikely to 
increase forever and will gradually reach a maximum point 
that reflects consumption limit.? The model has a dummy 
variable LastMonth,,,, which is set to 1 if month m is the 
last month of transaction by consumer i and 0 if not. This 
variable is included because relationship marketing litera- 
ture shows that consumers tend to reduce their purchase fre- 
quency at the end of a relationship (Venkatesan and Kumar 
2003). Thus, it is necessary to control for the effect of the 
last month's purchases when studying the trend in purchase 
frequency. To allow for temporary inactivity, LastMonth,,, 
is set to 1 only if a consumer's previous purchase occurred 
at least three months before the end of the analysis period. 


(1) Frequency а = оу + 0 Log(Month,m) 
+ O,,.LastMonth,, + £y. 


Two-level hierarchical linear modeling (HLM) is used 
to estimate the parameters in the model. Compared with tra- 


2Although analysis of supermarket purchase data often uses 
week as the time unit of analysis, month is chosen as the indepen- 
dent variable here for three reasons. First, convenience store pur- 
chases occur less frequently than supermarket shopping; industry 
data show that 68% of consumers shop at convenience stores 
about or less than once a week (Chanil 2004). This causes the 
number of data points in weekly intervals to be too small and pro- 
duces a disproportionate number of zero frequencies, which can 
skew the results. Second, behavior changes due to a loyalty pro- 
gram are not expected to happen overnight, and using month as the 
independent variable allows for a reasonable time interval to 
observe visible behavior changes. Third, the convenience store 
chain regularly makes decisions on a monthly basis, which renders 
monthly analysis meaningful from a practical point of view. 


ditional linear regression, HLM has two advantages. First, it 
does not require independent observations, as is often 
assumed in traditional regression. This accommodation of 
nonindependent observations is important here because the 
purchase frequencies for a consumer are likely to be corre- 
lated across time. Second, HLM allows the model coeffi- 
cients at lower levels to be randomly distributed, thus 
accommodating individual heterogeneity. Explanatory 
variables can be included at higher levels to explain such 
heterogeneity. 

In the purchase frequency model, the regression coeffi- 
cients in Equation 1 for an individual consumer are 
assumed to be normally distributed across the sample, and 
the expected parameter values for each individual consumer 
depend on whether the consumer is a light, moderate, or 
heavy buyer. Equations 2-4 show the second-level equa- 
tions used: 


(2) од = Во BiLightBuyer, + B,HeavyBuyer; + puo, 
(3 об = Вз + ByLightBuyer, + B;HeavyBuyer, + рт, and 


(4) ар Bs + B;LightBuyer, + BgHeavyBuyer, + ц, 


where LightBuyer; and HeavyBuyer, are two dummy 
variables indicating light and heavy buyers, respectively. 
Appendix A explains in detail how these and other variables 
were operationalized. 

To interpret the coefficients in the equations, Equations 
2—4 can be substituted into Equation 1, which produces the 
following: 


(5) Frequency, = By + B,LightBuyer, + B,HeavyBuyer, 
+ B4Log(Month,. ) 
+ B,Log(Month,,, ) x LightBuyer, 
+ B,Log(Month,,, ) x HeavyBuyer, 
+ BgLastMonth,.. 
+ B,LastMonth,,, x LightBuyer, 
+ BgLastMonth,,, x HeavyBuyer, 
+ p, Log(Month n) + H,,LastMonth,, + Vim 


where Uy, = Eim + Шо represents random error. The intercept 
Bo shows the expected purchase frequency of a moderate 
buyer during the first month of the program (when 
Log[Month,,,] = 0), the coefficients for the LightBuyer, and 
НеаууВиуег dummy variables (B; and B5) represent the 
differences in these consumers' initial purchase frequency 
compared with that of moderate buyers, and B4 is a key 
parameter that corresponds to the longitudinal effect of the 
program on moderate buyers' purchase frequency. The 
change in behavior due to Month, is Вз x log(Month;,/ 
Month, — 1). Because consumers’ purchase frequencies are 
hypothesized to increase as a result of the program, B4 
should be positive. The rate of purchase frequency growth 
gradually slows down as Month, increases and 
log(Month;,,/Month,, — 1) becomes smaller and eventually 
approaches zero. 


The terms [34 and B; represent the differential effects of 
the loyalty program on light buyers and heavy buyers in 
comparison with moderate buyers. According to Но, both 
light and heavy buyers are not expected to increase their 
usage levels as quickly. This implies a negative value for 
both Вл and Ва. The coefficient for the LastMonth dummy 
variable, Bg, indicates how much purchase frequency 
decreases during a consumer’s Jast month in the relation- 
ship. The }1,;Log(Month,,,) and [,,LastMonth;,, terms rep- 
resent the unexplained individual heterogeneity in purchase 
frequency change over time and during the consumer’s last 
month as a customer. 


Modeling Transaction Size and Exclusive Loyalty 


Traditionally, researchers have evaluated consumers’ loyalty 
to a brand or store through their brand-switching behavior. 
In reality, however, a firm often does not have information 
on its customers’ purchases other than those related to its 
own products. To solve this problem, this research adopts an 
approach similar to that of Boatwright, Borle, and Kadane 
(2003) that examines the relationship between interpur- 
chase time and transaction size. The basic premise for this 
approach is that interpurchase time and transaction size 
should have a proportional relationship for regularly pur- 
chased products. For the same consumer, the longer he or 
she waits before making a purchase, the more he or she will 
need to buy in that shopping trip. For example, if a con- 
sumer who normally buys groceries once a week must wait 
for two weeks instead, he or she will likely need to buy 
twice the amount. If the consumer is loyal to one store, this 
proportional relationship should be strong. However, if the 
consumer frequents multiple stores, the observed purchases 
from a single store are not likely to reflect such a systematic 
relationship. 

Mathematically, a three-level HLM (see Appendix B) is 
used to model loyalty and transaction size. First, the amount 
consumer i spent in the kth transaction in quarter j (Size) 
is modeled as a function of the elapsed time since the previ- 
ous transaction, or interpurchase time (IPT;). As discussed 
previously, with exclusive loyalty, the expected value of Ру 
should be close to 1.3 If little loyalty exists, p; should be 





3Assuming constant total demand from the consumer and per- 
fect loyalty to the store, there should be a proportional relationship 
between interpurchase time and transaction size. In other words, 1f 
interpurchase time is doubled and two shopping trips are com- 
bined into one, the amount spent in the trip should also double. 
Mathematically, according to Equation B1, if the interpurchase 
time changes by a factor of ©, the new transaction size 
(NewSize,,) will be ехр[р,о+ Рупов(а x IPT) + у]. Thus, 
NewSize,,/Size,, = ой. In a perfectly proportional relationship, 
NewsSize,,/Size,, should be equal to œ, which means that Ру 
should be equal to 1. If a consumer is totally disloyal or if total 
demand is unstable, the change in interpurchase time may have no 
impact on transaction size at all, and Ру Will be equal to 0. This 
does not mean that р, у is bound between 0 and 1. Mathematically, 
Py) сап be larger than 1 or smaller than 0. If р; is larger than 1— 
for example, if it equals 2—doubling interpurchase time will result 
in the quadrupling of transaction size. Although such situations 
may exist, logically, it is more likely to be the exception rather 
than the norm. It is also possible for Рут to be negative, which sug- 
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close to 0. At the second level, the Level 1 intercept and 
slope are assumed to depend on the quarter in which the 
transaction occurred (Quarter,). Here, the unit of quarter 
instead of month is used to accommodate consumers with 
lower purchase frequencies and to ensure more accurate 
estimates based on a stable trend. At the third level, con- 
sumer heterogeneity is captured by allowing Level 2 
parameters to depend on a consumer’s initial usage tier. 

Equation B8 in Appendix B combines all three levels of 
equations. For transaction size change due to the loyalty 
program, the relevant parameters аге А-А. The parameters 
Ao, Ал, and A, are related to the intercept term in Equation 
B8, which reveals consumers’ baseline transaction sizes at 
the beginning of the program, assuming daily transactions 
(1.е., IPT = 1), and the parameters 13-As have to do with the 
changes in transaction size over time for different segments 
of consumers. Specifically, Аз refers to the changes in mod- 
erate buyers’ transaction size because of the loyalty pro- 
gram, and Ay and Às indicate the moderating effect of initial 
usage levels on the change in transaction size. 

For consumer loyalty, the parameters of central interest 
аге А-А. The parameters А-А show the loyalty of the 
three consumer segments during the first quarter in the pro- 
gram. The parameters А-А reflect the longitudinal 
change in consumer loyalty. As Нз predicts, consumer loy- 
alty should rise after program enrollment. Thus, Ау should 
be positive, reflecting the increase in loyalty for moderate 
buyers. In contrast, Ај) and 111 should be negative, indicat- 
ing the slower increase in loyalty for light and heavy buy- 
ers. Note that though convenience store purchases occur 
less regularly than supermarket purchases, industry statis- 
tics show that many consumers shop at convenience stores 
consistently and extensively (General Electric Capital Fran- 
chise Finance Corporation 2001). In addition, the store 
chain from which the data were obtained sells both fuel and 
convenience store items. The regular nature of fuel purchase 
adds regularity to the sample's purchases. Mathematically, 
the model is estimated with entire quarters of transactions, 
which helps smooth out the randomness in purchase pat- 
terns and makes the comparison across time meaningful. 


Data Analysis Overview 


Both the purchase frequency model and the loyalty/trans- 
action size model were fitted using HLM6. The standard 
HLM assumes that higher-level units (in this case, con- 
sumers) are drawn from the same population, which implies 
homogeneous error variance at Level 1. This assumption 
may not be realistic here, because different segments of 
consumers may behave differently. To accommodate such 
considerations, the assumption can be relaxed to allow for 
heterogeneous Level 1 error variance and to include predic- 
tor variables to explain the heterogeneity (Raudenbush and 
Bryk 2002). Thus, two specifications were fit for each of 





gests that an increase in interpurchase time results in a decrease in 
transaction size. Again, this is likely to be an exception to what 1s 
usually observed in the marketplace, given that purchases occur 
relatively often. 
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the main models, one with homogeneous variance and the 
other with heterogeneous variance. Given the previous dis- 
cussion on the effects of initial usage levels, the two dummy 
variables for consumer tiers (Heavy Buyer, and LightBuyer;) 
were used to explain Level 1 error variance. The results 
show that the heterogeneous variance specification outper- 
formed the homogeneous variance specification for both 
models, suggesting the existence of heterogeneous error 
variance at Level 1. However, the parameter estimates from 
the two specifications did not differ substantively from each 
other. The results are based on heterogeneous error variance 
specification. 


Results 


Change in Purchase Frequency 


The maximum likelihood estimates of the purchase fre- 
quency model and its goodness of fit appear in Table 1. The 
HLM does not produce an R-square as in traditional regres- 
sion. However, it yields a deviance statistic, which equals 
—2 times the value of the log-likelihood function and can be 
used to evaluate alternative models (Raudenbush and Bryk 
2002). As Table 1 shows, compared with an unconditional 
model that does not have any explanatory variables, the pro- 
posed purchase frequency model shows a significantly bet- 
ter fit (x2 = 2170.58, р < .001). 

Recall that the model intercept represents expected pur- 
chase frequency of moderate buyers during the first month, 
which was 2.59 times (p « .001). The coefficients for the 
LightBuyer and HeavyBuyer dummy variables (В; and B;) 
indicate the differences in these consumers' initial purchase 
frequencies compared with moderate buyers. Thus, they 
serve as a check of the correct classification of consumers. 
Consistent with their segmentation, light buyers' initial pur- 
chase frequency was .93 times lower than that of moderate 
buyers (p « .001), and the average initial frequency for 
heavy buyers was 3.00 times higher (p « .001). 

H, and Н» predict that consumers’ purchase frequencies 
will gradually increase and that this increase will be fastest 
for moderate buyers. The results show a positive coefficient 
for Log(Month) (B, = .26, p = .002), suggesting that moder- 
ate buyers purchased more frequently over time. At the end 
of the two years, the average purchase frequency for moder- 
ate buyers was 4.42 times, nearly doubling their initial fre- 
quency. Consistent with Но, the increase in purchase fre- 
quency for moderate buyers was significantly higher than 
that for heavy buyers (В5 = —32, р = .008). The combined 
effect of Log(Month) for heavy buyers was nonsignificant 
(Вз + В5 =-.05,р = .48), suggesting an unchanged purchase 
frequency for these consumers. This is further confirmed by 
the finding that heavy buyers' average frequency at the end 
of the period (5.68 times) was virtually unchanged from the 
initial frequency. The combined effect of Log(Month) for 
light buyers was .34. Contrary to Hp, the Log(Month) х 
LightBuyer interaction was nonsignificant, indicating that 
light buyers showed the same level of increase in purchase 
frequency as moderate buyers. Their purchase frequency 
more than doubled to 3.73 times at the end of the period. 
These increases in purchase frequency by light and moder- 


TABLE 1 





Model Results 
=_-____ш=-__--___-__________-_-_"_-_-_ „ма НЕНЕН 

Purchase Loyalty/Transaction Reward Claim 

Frequency Model Size Model Model 

Intercept 2.59*** (.13) 1.43*** (.04) .32*** (.03) 
LightBuyer —.93*** (.18) —.48*** (.09) —.17*** (.04) 
НеамуВцуег 3.00*** (.20) .38*** (.07) .25*** (.04) 
Log(Month) .26*** (.08) — — 
Log(Month) x LightBuyer .08ns (.11) — — 
Log(Month) x HeavyBuyer —.32*** (.12) — — 
LastMonth —1.21*** (.19) — — 
LastMonth x LightBuyer .46* (26) — — 
LastMonth x HeavyBuyer —1.12"* (.36) — — 
Log(Quarter) — .16** (.07) .13*** (.02) 
Log(Quarter) x LightBuyer — .07** (.03) .01n 8. (.03) 
Log(Quarter) x HeavyBuyer — —.14*** (.05) —.06** (.03) 
Log(IPT) — .15*** (.03) — 
Log(IPT) x Цаћ Вџуег — —.05** (.02) — 
Log(IPT) x HeavyBuyer — .21*** (.08) — 
Log(IPT) x Log(Quarter) — .10*** (.04) — 
Log(IPT) x Log(Quarter) x LightBuyer — .03* (.02) — 
Log(IPT) x Log(Quarter) x HeavyBuyer — —.09*** (.02) — 
Deviance (-2 log-likelihood) 50,393.27 110,393.08 9684.30 
x2 2170.58*** 711.67*** 475.60*** 
d.f. 16 22 10 
*ps.10 
**p < .05 
мр < .01. 


Notes: The numbers in parentheses are standard errors of the estimates. The chi-square statistic compares the deviance of the estimated 
model with an unconditional model that does not contain predictor variables at any of the levels. n.s = not statistically significant. 


ate buyers are especially impressive in light of industry sta- 
tistics showing that more than two-thirds of shoppers fre- 
quent convenient stores about or less than once a week 
(Chani] 2004). In other words, after two years, most of the 
sample became the top third of all convenience store shop- 
pers in terms of purchase frequency. 

Figure 1, Panel A, displays the observed average pur- 
chase frequencies of the three consumer segments for each 
month. For both light and moderate buyers, the most visible 
jump in purchase frequency occurred within three months 
of joining the loyalty program. These higher frequencies 
sustained and steadily increased at a slower pace after the 
first three months. In contrast, heavy buyers’ purchase fre- 
quency remained mostly flat during the analysis period. 
Paired comparison tests suggest that at the end of the two 
years, there was still a significant difference in observed 
purchase frequencies between light buyers and heavy buy- 
ers (t = —1.99, р = .05). However, there was no significant 
difference between light and moderate buyers or between 
moderate and heavy buyers. Overall, Н; and Н» are partially 
supported for purchase frequency. 


Change т Transaction Size 


The loyalty/transaction size model showed a significantly 
better fit than an unconditional model (y? = 711.67, р < 
.001). The model estimates appear in Table 1. Recall that 
the logarithmic transformation of transaction size is used in 
the model. Thus, the expected beginning daily transaction 


size by moderate buyers should be е20, and the baseline size 
for light and heavy buyers should be exp(Ag + №) and 
exp(Ag + Ay), respectively. The results show a baseline 
transaction size of $4.18 for moderate buyers (Ap = 1.43, 
p < .001). Consistent with their classifications, heavy buy- 
ers initially spent $1.93 more in a transaction than moderate 
buyers (A; = .38, р < .001), and light buyers’ initial daily 
transaction size was $1.59 less than moderate buyers (А = 
—.48, р < .001). The observed average transaction sizes for 
these consumers appear in Figure 1, Panel B. 

Consistent with H,, moderate buyers spent more in a 
transaction over time (Аз = .16, р = .03) and had an average 
observed transaction size of $20.11 at the end of the analy- 
sis period. Again, heavy buyers’ transaction size did not 
increase as fast as moderate buyers’ (As = --.14, р = .006), 
and the combined coefficient for Log(Quarter) was nonsig- 
nificant (Аз + А5 = .02, р = .76), suggesting that heavy buy- 
ers did not spend more in a purchase after they joined the 
loyalty program. Surprisingly, light buyers showed a faster 
increase in transaction size than moderate buyers (A4 = .07, 
p = .03). Their average observed transaction size increased 
to $11.29 at the end. This contradicts Но, which predicts a 
slower increase for light buyers. For all three segments, the 
average transaction size far exceeded the industry average 
of $7.60 per transaction (Chanil 2004). 

To explore further the source of light buyers' transaction 
size increase, an additional analysis was performed on their 
shopping basket composition. The convenience store chain 
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FIGURE 1 
Observed Changes in Consumer Purchases 
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sells products in two major categories: fuel and store mer- 
chandise. During their first quarter in the program, only 
26% of light buyers bought both fuel and store merchan- 
dise, and the other 7496 bought only either fuel or store 
merchandise. By the end of the two years, the percentage of 
double-category buyers increased to 5896. The percentage 
of transactions that included both fuel and store merchan- 
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dise also increased from 2096 to 4096. This inclusion of 
more product categories in one purchase explains why light 
buyers spent more in a transaction. Although these con- 
sumers may not initially experience a strong incentive in the 
loyalty program, they were able to diversify their purchases 
into more categories and thus make the program more 
attractive. 


Exclusive Consumer Loyalty 


Estimates related to consumer loyalty appear in Table 1. 
Recall that the more loyal a consumer is to the store, the 
closer the coefficient of Log(IPT;,,) (hereinafter, “the loy- 
alty parameter”) should be to 1. At the beginning, the loy- 
alty parameter for moderate buyers was .15 (р < .001), indi- 
cating relatively low loyalty. Light buyers were even less 
loyal, with the loyalty parameter lower by .05 (p = .035). 
Heavy buyers were most loyal among the three groups, with 
the loyalty parameter higher than that of moderate buyers 
by .21 (p = .007). 

The dynamic change in the loyalty parameter is of cen- 
tral interest. As hypothesized, moderate buyers’ loyalty 
increased significantly (Ао = .10, p = .005). Consistent with 
Hy, the increase in loyalty among heavy buyers was slower 
than that for moderate buyers (А; = —.09, р < .001). A non- 
significant combined coefficient for heavy buyers (Ay + 
Aq, = .01, p = .99) suggests that these consumers’ loyalty 
levels did not change during the analysis period. Con- 
versely, light buyers experienced a larger increase in exclu- 
sive loyalty than moderate buyers (Ало = .03, р = .07). This 
contradicts Hy, which predicts that moderate buyers will 
experience a faster increase in loyalty than light buyers. 
Overall, Hy is only partially supported. 


Alternative Explanations 


Learning Effect 


An alternative explanation for the findings is that light buy- 
ers may be new customers who learn to spend more over 
time as they become more familiar with the store. In con- 
trast, heavy buyers may already be long-term loyal cus- 
tomers and do not experience the same incremental learn- 
ing. Thus, the differences among the consumer segments 
may be due to a learning effect rather than different reac- 
tions to the loyalty program. To rule this out, consumers’ 
reward redemption was examined. For this program, to 
receive a reward, consumers needed to request a certificate 
from the store, which could then be redeemed for the 
reward. In reality, only some consumers will make the effort 
to request their reward certificates (Lal and Bell 2003). 
Because all three consumer segments were exposed to the 
loyalty program at the same time, there is no learning 
advantage on reward claim for any segment, and thus any 
systematic differences should truly reflect their diverse 
responses to the program. Existing research shows that 
reward redemption tends to be the highest among heavy 
buyers (Lal and Bell 2003). The following analysis retests 
such findings and examines longitudinal change in reward 
redemption behavior of loyalty program members, which 
has yet to be answered by existing research. 

Similar to purchase frequency, consumers’ reward claim 
behavior was modeled with a two-level HLM model, as 
shown in Equations 6-8. The main dependent variable is 
RCRate,,, which is the number of reward certificates 
requested as a percentage of the rewards consumer i quali- 
fied for in the qth quarter. It is modeled as a function of a 
logarithm transformation of the corresponding quarter 


(Log[Quarter,]). Here, the unit of quarter instead of month 
is used because of the relatively infrequent reward issuance. 
Again, the consumers’ initial usage levels were entered as 
explanatory variables at the second level. Equation 9 shows 
the combined model: 


(6)  RCRate, = Yo + Yu Log(Quarter, ) + Ty, 


(7 Y,o = бо + 6,LightBuyer, + 6,HeavyBuyer, + ts, 
(8) Yu = 94 + 0, LightBuyer, + 9;HeavyBuyer, 
+T» and 


(9) RCRate,, = 0, + 6,LightBuyer, + 6,HeavyBuyer, 
+ 0;Log(Quarter,) 
+ 8,Log(Quarter,, ) x LightBuyer, 
+ 6,Log(Quarter,, ) x HeavyBuyer, 
+ 1,,Log(Quarter,,) * 7, + Жу. 


This two-level HLM model was estimated with hetero- 
geneous error variance at Level 1, and the results appear in 
Table 1. The deviance of the model was 9684.30, showing a 
significantly better fit than an unconditional model (y? = 
475.60, p < .001). The intercept estimate indicates that 
moderate buyers had an initial reward claim rate of 32.22% 
(р < .001). Consistent with Lal and Bell (2003), heavy buy- 
ers initially claimed 25.42% more of their rewards than 
moderate buyers (p < .001), and light buyers’ initial reward 
claim rate was 16.71% lower than that of moderate buyers 
(p < .001). The results on the longitudinal change in con- 
sumers’ reward claim behavior revealed notable patterns. In 
two years, moderate buyers’ reward claim rate increased to 
59.79% in the eighth quarter (04 = .13, р < .001). In con- 
trast, heavy buyers’ reward claim rate did not increase as 
fast (0, = –.06, р = .029). Light buyers showed the same 
level of increase in reward claim rate as moderate buyers 
(0; = .01, p = .563). 

Because claiming a reward is an extra step that con- 
sumers need to take to reap the benefits of the loyalty pro- 
gram, their decision to do so reveals their level of interest in 
the loyalty program. Given their high spending levels and, 
thus, the ability to obtain many rewards, it is not surprising 
that heavy buyers had the highest interest in rewards. In the 
meantime, the faster increase in light and moderate buyers’ 
reward claim rates shows a rising interest in the loyalty pro- 
gram from these consumers. As these consumers change 
their purchase behavior to make the loyalty program more 
“profitable” for them, they gradually become more invested 
and interested in the program. Higher reward claim rates 
further allow them to benefit more from the program, form- 
ing a virtuous cycle that provides more incentive for these 
consumers to become better customers. Because reward 
claim behavior is not subject to the same learning differ- 
ences among consumer segments as purchase behavior, 
these findings support the conclusion that the change in 
behavior of the three segments was indeed a-result-of the 
loyalty program. МЕ 5 
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Consumer Attrition 


Another alternative explanation for the current findings is 
consumer attrition. It is natural that some consumers would 
drop out during the two years. Because high-value con- 
sumers who consider the program attractive are more likely 
to stay, this creates a self-selection effect. Consequently, the 
trends found may be a result of a sample composition 
change toward a denser concentration of high-value con- 
sumers rather than a result of the program. To rule out this 
alternative account, the models were reestimated with only 
data from consumers who were still with the firm at the end 
of the two years. The model estimates appear in Table 2. 

The patterns of findings from this active consumer 
group are similar to those from the entire sample. That is, 
light and moderate buyers exhibited positive change in pur- 
chase behavior/loyalty, whereas heavy buyers did not. Not 
surprisingly, the extent of change by light and moderate 
buyers was even more prominent in this active consumer 
group because they were likely to perceive the program as 
more valuable. In contrast, the heavy buyers in this group 
maintained the same “no-change” pattern, as the estimates 
from the entire sample suggest. Overall, after sample com- 
position change was controlled for, the substantial findings 
still remain the same, suggesting that consumer attribution 
is not the reason for the findings. 


Store-Level Trends 


The trends discovered in this research may also be attrib- 
uted to other factors concurrent with but unrelated to the 
loyalty program, such as sales promotion. The most desir- 
able way to rule out such extraneous factors is to include 


non-loyalty program members as a control group and com- 
pare their behavior changes over the same period. Unfortu- 
nately, the firm does not track individual purchases of its 
non-loyalty program members, making data about such a 
control group unavailable. However, it records company- 
level total sales and overall number of transactions. This 
allows for the derivation of the total spending and number 
of transactions made by all non-loyalty program members 
as a whole. Although comparison of individual consumer 
behavior is still impossible with such data, it is possible to 
study the trends in all loyalty program members' versus 
nonmembers' purchase behavior as two aggregated units. 

In the spirit of prior analysis of purchase frequency and 
transaction size, the trends in total number of transactions 
per month (TotalTransactions,) and average transaction size 
by members versus nonmembers (AvgSize,) are examined 
with the following regression equations: 


(10) TotalTransactions, = 8) + a,Loyalty 
+a,Log(Month, ) + aJLog(Month,) x Loyalty + 5, and 
(11) AvgSize, = by + b,Loyalty  bjLog(Month,) 
+ b,Log(Month; ) x Loyalty + 5, 

where Loyalty is a dummy variable that equals 1 for loyalty 
program member group and 0 for the nonmember group, 
and and Ё are errors. Although these equations are not in 
hierarchical forms, they resemble prior models in that the 
dependent variables are also a function of the number of 


months since the start of the program (i.e., Log[Month,]). If 
loyalty program members’ behavior change was indeed due 








TABLE 2 
Model Estimates with Active Consumers Only 
Loyalty/Transaction 

Frequency Model Size Model 
Intercept 2.69*** (.22) 2.23*** (.08) 
LightBuyer —.95*** (.34) —.62*** (.14) 
HeavyBuyer 3.22*** (.30) .32*** (.10) 
Log(Month) .55*** (.13) — 
Log(Month) x LightBuyer .03ns (.20) — 
Log(Month) x HeavyBuyer —.54*** (.18) — 
Log(Quarter) — .27*** (.04) 
Log(Quarter) x LightBuyer — .05** (.02) 
Log(Quarter) x HeavyBuyer — —26*** (.05) 
Log(IPT) — .22*** (.03) 
Log(IPT) x LightBuyer — —11** (.05) 
Log(IPT) x HeavyBuyer — .14*** (.04) 
Log(IPT) x Log(Quarter) — Лт" (.05) 
Log(IPT) x Log(Quarter) x LightBuyer — .05* (.02) 
Log(IPT) x Log(Quarter) x HeavyBuyer — 15*** (.03) 
Deviance (-2 log-likelihood) 31,261.72 80,786.44 
2 937.28** 425.33*** 
d.f. 9 22 
*р<.10 
“ps .05. 
“ps .01. 


Notes: The numbers In parentheses are standard errors of the estimates. The chi-square statistic compares the deviance of the estimated 
model with an unconditional model that does not contain predictor variables at any of the levels. n.s. = not statistically significant. 


30 / Journal of Marketing, October 2007 


to the program, there should be a larger increase in these 
consumers’ purchases than in nonmembers’ purchases. That 
is, the coefficients for the Loyalty x Log(Month,) inter- 
action term should be positive and significant. This was 
confirmed for both the number of transactions per month 
(аз = 1.14, р < .001) and the average transaction size (b, = 
.83, р < .001).4 

Consistent with these results, the number of purchases 
that loyalty program members made increased from 4.98% 
to 8.1196 of total transactions by the end of the two-year 
period. When this ratio is calculated for dollar sales, loyalty 
program members accounted for 73.6696 of total sales at the 
beginning of the program, which increased to 88.9196 after 
two years. In contrast with the transaction ratio, the dollar 
amount ratio suggests that these consumers spent much 
more in each transaction than nonmembers. Regression 
analysis with these two ratios as the dependent variables 
and Log(Month;) as the independent variable showed sig- 
nificant, positive trends over time. Together, these findings 
suggest that loyalty program members exhibited more posi- 
tive trends than nonmembers, providing further support that 
the program caused the purchase increase beyond other fac- 
tors that may exist in the environment. 


Conclusions 


This research examines the impact of a loyalty program on 
consumers' purchase behavior over a two-year period. It 
extends prior studies by explicitly modeling the dynamic 
change in consumers' spending levels and their behavioral 
loyalty to the store. The results suggest that depending on 
consumers' initial usage levels, the loyalty program had dif- 
ferent effects on their behavior. Consumers who were heavy 
buyers at the beginning of the program were most likely to 
claim the rewards they earned and thus benefited the most 
from the program. However, their spending levels and 
exclusive loyalty to the store did not increase over time. In 
contrast, the loyalty program had positive effects on both 
light and moderate buyers' purchase frequencies and trans- 
action sizes, and it made these consumers more loyal to the 
store. The most visible change for these two segments 
occurred within three months of joining the program, and 
the growth continued at a steady but slower pace in the fol- 
lowing months. At the end of the analysis period, these con- 
sumers' average purchase frequencies were not statistically 
different from that of an adjacent tier. This supports the 
argument that loyalty programs can accelerate consumers' 
loyalty life cycle and make them more profitable customers 
(O'Brien and Jones 1995). 

The diverse responses from consumers suggest a need 
to consider consumer idiosyncrasies when assessing the 
impact of loyalty programs. By their very nature, loyalty 








4Note that the sample size for the regressions is small (24). 
Thus, the power of the analysis is limited. Furthermore, because of 
the lack of individual data for nonloyalty consumers, it 1s not pos- 
sible to derive the loyalty parameter or to account for possible 
changes 1n sample composition over time for these consumers. 


programs are one-to-one programs. How much a consumer 
can benefit from such a program depends on his or her 
“investment” in the relationship with the firm. However, 
this one-to-one nature of loyalty programs has not been 
thoroughly examined in existing research. A surprising 
finding from the current research is that consumers who 
started with low usage levels changed their behavior as 
much as or more than moderate and heavy buyers. This 
contradicts the commonly held belief that light buyers are 
less-than-ideal targets for loyalty programs and that they 
will not perceive much value in the program (Dowling and 
Uncles 1997; O'Brien and Jones 1995). In the current case, 
the loyalty program did not initially appear very attractive 
to light buyers. However, these consumers diversified their 
purchases and branched into the firm's other service areas. 
By claiming a higher portion of rewards, they also gradually 
invested more efforts into the program. Through these mea- 
sures, the opportunity for these consumers to benefit from 
the loyalty program increased, further motivating them to 
spend more and patronize the store more exclusively. 


Limitations and Further Research 


This study has several limitations that need to be addressed 
in further research. For example, this study examined loy- 
alty program members' behavior without a control group of 
consumers who did not enroll in the program. Although the 
use of longitudinal data reduces the self-selection bias that 
often complicates cross-sectional analysis of loyalty pro- 
grams (Leenheer et al. 2003), the lack of control leaves the 
possibility that extraneous factors produced the trends 
rather than the loyalty program, such as concurrent market- 
ing activities or environmental factors. Although measures 
were taken to address several alternative explanations, they 
do not cover the full range of issues. A complete test of loy- 
alty program effects is needed in the future, which should 
use longitudinal data from both loyalty program members 
and nonmembers. Such a comparison of trends between the 
two groups will reveal more precise loyalty program effects. 
More comprehensive tests of loyalty program effects should 
also go beyond spending levels and purchase timing to 
include brand choice (Gupta 1988) and attitudinal loyalty 
(Oliver 1999). 

When interpreting the current findings, it is necessary to 
keep in mind that the results are bound by the context and 
structure of the program studied and thus may not general- 
ize to other programs. In reality, the performance of differ- 
ent loyalty programs varies. It is important to understand 
why some programs achieve their goals whereas others fail 
to do so (Bolton, Kannan, and Bramlett 2000). Several fac- 
tors are proposed in the literature, such as the effort 
required to earn rewards (Kivetz and Simonson 2002) and 
the convenience of participating in the program (O'Brien 
and Jones 1995). Further research should test how these and 
other factors can affect a program's effectiveness. Within a 
loyalty program, the effects of consumer self-segmentation 
also need to be examined. A particularly worthwhile topic is 
how reward redemption behavior interacts with purchase 
behavior to moderate the influence of a loyalty program. 
Existing studies have begun to examine this in the context 
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of short-term loyalty programs (Lal and Bell 2003; Taylor 
and Neslin 2005). However, more research is needed to 
study this issue in the context of continuous loyalty pro- 
grams. At the firm level, the performance of a loyalty pro- 
gram may depend on the firm’s other marketing activities, 
such as sales promotion. Future studies should examine the 
interaction between loyalty programs and other CRM tech- 
niques and marketing activities in enhancing consumers’ 
relationships with a firm. Research in this area will provide 
theoretical and managerial guidance on formulating the 
most effective CRM strategy. 

Another limitation of this research is the lack of 
competitive information. As a result, it relied on the propor- 
tional relationship between transaction size and interpur- 
chase time to infer consumer loyalty. Although this is a use- 
ful way to assess loyalty when data are limited, it can be 
subject to other influences, such as stockpiling and cherry- 
picking behavior. The more irregular nature of convenience 
store purchases can also make the relationship more tenu- 
ous than it would be in more regular purchase scenarios. 
Thus, when competitive information is available, share of 
wallet is still a better way to assess consumer loyalty. Relat- 
edly, further research should go beyond a single program to 
examine the market dynamism of loyalty programs because 
multiple firms often compete with one another through their 
loyalty programs. How does the introduction of new loyalty 
programs influence the effectiveness of existing programs? 
Does order of entry affect loyalty programs’ performances? 
These are all important questions for further research. 

Finally, this research used HLM to accommodate corre- 
lated observations within each consumer and estimated two 
separate models for transaction size and purchase fre- 
quency. However, because consumers may make purchase 
timing and quantity decisions simultaneously, the two mod- 
els may actually be related models. As a result, modeling 
the two decisions separately can lead to inefficient and 
biased model estimates (Krishnamurthi and Raj 1988). The 
amount of bias depends on the degree of simultaneity 
between the two decisions and the level of correlation 
between the two models’ error terms (Leeflang et al. 2000). 
This issue can be remedied in future studies through alter- 
native modeling techniques, such as multivariate Tobit II 
models in a simultaneous equations approach (Kamakura 
and Wedel 2001; Leenheer et al. 2003). 


Managerial Implications 


The loyalty program is an important form of CRM strategy. 
It is costly to initiate and maintain and often requires a 
firm’s long-term commitment. For many firms, a loyalty 
program is considered a defensive marketing mechanism, 
used to keep a core group of best customers from defecting. 
This is especially the case when competing loyalty pro- 
grams are offered in the same market. Because the best cus- 
tomers often are already heavy buyers of a firm’s products 
and services, the possibility of obtaining additional reve- 
nues from these consumers is low. Thus, when treated as a 
defensive strategy, loyalty programs are almost purely cost 
items used to prevent potential sales loss. In contrast to this 
traditional view, the results from the current research show 
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that light and moderate customers enrolled in the loyalty 
program increased their value contribution and accelerated 
their relationship life cycle with the firm, turning the pro- 
gram into much more than a passive loss-prevention instru- 
ment. These findings suggest a need for managers to expand 
their mentality toward loyalty programs beyond mere reac- 
tive tactics. 

The additional sales from the light and moderate buyers 
in this study came from two sources: (1) concentration of 
purchases originally scattered at other firms and (2) expan- 
sion of the relationship with the firm into other business 
areas. These findings suggest a few prerequisites for the 
success of a loyalty program as a more active marketing 
tool. First, the lower spending among light and moderate 
users should be mainly due to polygamous loyalty (i.e., fly- 
ing on multiple airlines) rather than insufficient need for the 
product/service category (i.e., infrequent need to travel). If 
most consumers are not spending much because of low 
absolute demand, a loyalty program is unlikely to have a 
significant impact. Second, the loyalty program structure 
should be set in such a way that it creates enough incentive 
for light and moderate buyers to strive for the rewards. In 
other words, the possibility of obtaining a reward should 
not be so remote that these consumers simply give up and 
dismiss the program as irrelevant to them. From this per- 
spective, smaller but easier-to-achieve rewards are likely to 
be more effective than larger rewards that require a signifi- 
cant amount of effort. Finally, gaining additional sales 
through a loyalty program 1s more likely when a firm has 
multiple business areas that it can cross-sell to consumers, 
such as in the case of retail and financial industries. The 
availability of such additional venues for consumers to 
accumulate program points can make better use of con- 
sumers’ creative minds and involve them in deeper, more 
extensive relationships with the firm. 

Across consumer segments, a loyalty program redistrib- 
utes revenues and costs among consumers. The eventual 
benefit of the program depends on the trade-off between the 
costs of rewards (a majority of which will be incurred as a 
result of heavy buyers, who will enjoy the free rewards 
without changing their behavior) and the increased profits 
from moderate and light buyers as they purchase more and 
become more loyal over time. In highly competitive mar- 
kets in which loyalty programs are widely used (i.e., the air- 
line industry), consumers may come to expect loyalty pro- 
grams as a standard offering from each firm. When this 
happens, the cost of a loyalty program can become an 
essential cost of business, creating a competitive equilib- 
rium in which consumers are redistributed among compet- 
ing firms. The ultimate benefit for the firm is the ability to 
attract repeat business and to have more profitable loyal 
customers. 

From an analytical standpoint, a loyalty program can 
produce rich data about customers, which should be used to 
enhance a firm’s relationship marketing efforts. The varia- 
tion in different consumer segments’ responses to the loy- 
alty program found here suggests a need to assess the 
effects of loyalty programs beyond overall sales impact. 
This research demonstrates a simple way of evaluating loy- 


alty program effects using individual purchase data. The 
HLM method better accommodates heterogeneity and cor- 
related observations than traditional regression, without 
incurring substantial execution costs. The models can also 
be easily adapted by adding other consumer variables, such 
as demographics, into the consumer-level equations. 

As firms often have only internal transaction data, the 
exclusive loyalty model presented here can be useful in 
assessing consumers’ behavioral loyalty using limited data. 
It is appropriate for situations in which consumer purchases 
occur frequently and only internal data are available, such 
as consumers’ patronage choices at a supermarket. For such 
high-frequency purchases, retrospective self-report data 
tend to be highly inaccurate (Schacter 1999). The current 
model is easy to compute and does not require knowledge 
of where and to what extent consumers buy outside the 
firm, thus making it practical with minimal data or compu- 
tational requirements. However, a precaution is that the loy- 
alty parameter can be affected by extraneous factors, such 
as stockpiling and subsequent consumption rate change 
(Sun 2005). Thus, it should be used for product categories 
with relatively stable consumption. It is not suitable when 
the sample size is relatively small or the data time duration 
is relatively short. 


Appendix A 
Variable Operationalization 


*Purchase frequency (Frequency,,): Total number of pur- 
chases made by a consumer in a certain month. If consumer i 
did not purchase anything during month m but that month is 
not the last month of the relationship (see the subsequent 
explanation for ће LastMonth,,, variable), Егедиепсу 1s set 
to 0 to indicate zero purchase frequency. 

*Transaction size (Зеу): Total dollar amount spent in a 
transaction. 

*Month (Month, Month,,): Number of months since joining 
the loyalty program. 

*Quarter (Quarter, Quarter,,): Number of quarters since 
joining the loyalty program. 

*Consumer tiers (HeavyBuyer, LightBuyer,): Classification of 
a consumer based on his or her total spending during the first 
month of the program. Consumers in the top, middle, and 
bottom thirds were classified as heavy, moderate, and light 
buyers, respectively. 

*Interpurchase time (IPT,,): Number of days between the 
prior purchase and the current purchase. 

*Last month in the program (LastMonth,,): A dummy variable 
indicating the last month of transactions a consumer made. 
This variable is set to 1 if (1) the previous transaction con- 
ducted by consumer i occurred in month m and (2) month m 
was at least three months before the end of the analysis 
period, offering a three-month lapse window before labeling 
a consumer as "dead." If consumer 1 made any purchase after 
month m or if month m is within three months of the end of 
the analysis period (to allow temporary inactivity), the Last- 
Month, variable is set to 0. 

*Reward claim rate (RCRate,,): The percentage of rewards 
that consumer i claimed in the qth quarter; this equals the 
ratio of the number of reward certificates requested to the 
total number of rewards qualified for in that quarter. 


Appendix B 
Three-Level HLMs of Exclusive 
Consumer Loyalty 


Level 1 

(BI) Log(Size,,) = pyo + Py Log(IPT,,) + бук 
Level 2 

(82) Pyo = фо + фи Log(Quarter, ) + jg» and 
(B3) Ри = $5 + $,3Lo0g(Quarter,,) + би š 
Level 3 


(B4) фо = А + A,LightBuyer, + A HeavyBuyer + т, 
(B5) $4 = А + A,LightBuyer, + A;HeavyBuyer, +7,;, 
(B6) ф,=Х,+ A,LightBuyer, + A,HeavyBuyer, + 1,2, and 
(B7) фз = Ag + AygLaghtBuyer, + A, ,HeavyBuyer, + T. 


Interpretive Equation (Combining All Levels Into a 
Single Equation) 


(B8) Log(Size,,) = Ao + A,LightBuyer, + A HeavyBuyer, 
+ AgLog(Quarter,) + 1,1 ова РТ и) 
+A,LightBuyer, x Log(Quarter,,) 
+A HeavyBuyer, х Log(Quarter, ) 
+AgLog(Quarter,) x Log(IPT;) 
+А LightBuyer, х Log(IPT,,) 
+A,HeavyBuyer, x Log(IPT,, ) 
+A, oLightBuyer, x Log(Quarter, ) 
x Log(IPT,,) + ,,HeavyBuyer, 

х Log(Quarter,) x Log(IPT,,) 

+ [7,9 +7, Log(Quarter, ) 

+ ,,Log(IPT,;,) 

+ %,Log(Quarter,) x Log(IPT,,) 


+ G,Log(IPT,,)] T (0,6 t Gyk) 


where Size, is the dollar amount consumer i spent in the 
kth transaction during the jth quarter in the program, IPT, 
is the number of days since the previous transaction, Light- 
Buyer, and HeavyBuyer; are dummy variables that indicate 
whether consumer i is a light buyer or a heavy buyer, 
Log(Quarter,) is the logarithm transformation of the jth 
quarter, лу + Ti; Log(Quarter,,) + ла ОБРТ А) + 
пзГо8(Опапег,) x Log(IPT,,) + Gi;Log(IPT;s) indicate 
the random effects of these variables that are not systemati- 
cally accounted for by the fixed coefficients, and бую and 
Сук are error terms. 
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Florian v. Wangenheim & Tomas Bayon 


Behavioral Consequences of 
Overbooking Service Capacity 


As a consequence of implementing revenue management systems, many service firms (e.g., airlines, hotels, car 
rentals) systematically overbook capacity, thus striving to maximize the revenue at one particular point in time (i.e., 
one flight, one night, and one day). The academic literature has not addressed how customers behaviorally respond 
to overbooking experiences, such as downgrading, denied service, or upgrading. In this article, the authors use the 
econometric technique of conditional difference-in-differences analysis to study the effect of such incidences оп 
customer usage patterns in an airline context. They find that customers who experience negative consequences 
of revenue management significantly reduce the amount of their transactions with the airline, whereas upgraded 
customers exhibit only weak positive responses. The effects of the negative events are stronger for high-value 
customer groups, whereas significant effects of positive events can be found only for a low-value customer group. 
The results suggest the need for a stronger focus on customer reactions to revenue management practices. On a 
more general level, the study contributes to a more Interdisciplinary view of service management by demonstrating 
the need for a closer interaction between management functions (e.g., marketing and operations) in developing and 


managing concepts of companywide importance. 


tion and hospitality sectors, use "revenue manage- 

ment systems" (also referred to as "yield manage- 
ment systems") to maximize the revenue they generate from 
a current service offer (e.g., Kimes and Chase 1998; Kimes 
and Wirtz 2003). For example, airlines sell more tickets 
than there are seats on the aircraft, and hotels often sell 
more beds than are available. Companies that use such sys- 
tems have reported revenue increases of 296—596 (e.g., 
Kimes and Wirtz 2003). A current report by tbe U.S. 
Department of Transportation (2006) confirms that compa- 
nies are pursuing overbooking and involuntary denied 
boarding (ie., even when compensation is offered) with 
increasing aggressiveness. In the first nine months of 2006, 
1.04 of every 10,000 flight customers were denied board- 
ing, compared with .89 customers in 2005. 

The practice of overbooking implies that sometimes the 
firm may not be able to fulfill all customer demands 
because of fewer “no-shows” than expected, resulting, for 
example, in downgrading or denied service. At other times, 
the firm may be in the position to offer some customers 


M any service companies, especially in the transporta- 








Florian v. Wangenhelm Is Professor of Services and Technology Market- 
ing, TUM Business School, Technische Universitat München (e-mail: 
florian.wangenheim G wi.tum.de). Tomás Bayón is Professor of Marketing, 
Heilbronn Business School (e-mail: bayon 8 hn-bs.de). When this article 
was written, Tomás Bayón was Assoclate Professor of Marketing, Inter- 
national University in Germany, Bruchsal. The authors thank all partners 
of the Customer Equity Management research program, participants of 
the Marketing Science Institute conference on Academic and Practitioner 
Collaborative Research at Yale University (December 2004), and the four 
anonymous JM reviewers for their helpful comments on previous drafts of 
this article. 





To read and contribute to reader and author dialogue on JM, visit 
http:/www.marketingpower.com/mbiog. 





© 2007, American Marketing Association 
ISSN: 0022-2429 (print), 1547-7185 (electronic) 


higher-value services than those originally purchased (e.g., 
upgrades). Revenue management systems also account for 
penalties or compensation fees that must be paid to ticket or 
reservation holders who cannot be served or need to be 
downgraded. However, they do not yet account for the 
longer-term behavioral and monetary effects of capacity- 
driven service experiences, though these have been sus- 
pected to be strong and long lasting (e.g., McGill and Van 
Ryzin 1999). Likewise, the academic literature is restricted 
to a few studies that theoretically discuss potential customer 
conflicts, the perceived fairness of different revenue man- 
agement measures, and the integration of revenue with cus- 
tomer relationship management (CRM) (e.g., Noone, 
Kimes, and Renaghan 2003; Wirtz, Theng, and Patterson 
2003). Thus far, behavioral and/or monetary effects of nega- 
tive and positive capacity-driven services have not been 
analyzed empirically. Only one recent article has examined 
the preference impacts of negative capacity-driven service 
experiences (Suzuki 2004). 

Using data from a major global airline, we shed light on 
this issue by studying the long-term behavioral and mone- 
tary effects of upgrades, downgrades, and denied service. 
We pay special attention to the question whether the cus- 
tomer status level in the airline's frequent-flier program 
affects the strength of those effects. Our study can help ser- 
vice marketing managers who want to convince their reve- 
nue management counterparts to adopt a customer perspec- 
tive and not a product perspective in the design of future 
revenue management systems. It also contributes to a more 
interdisciplinary view toward service management by 
demonstrating the need for a closer interaction between 
management functions (e.g., marketing and operations) in 
developing and managing concepts of companywide 
importance. 

The article proceeds as follows: We introduce the topic 
of revenue management and the practice of overbooking. 
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Next, we discuss the theoretical basis for deriving hypothe- 
ses regarding the consequences of upgrading, downgrading, 
and denied services. We then test our hypotheses using 
time-series data from a large sample of a major global air- 
line. Finally, we discuss the implications of the results for 
research and management. 


Theoretical Basis 


From a customer perspective, denied boarding and down- 
grading is regarded as the underperformance of a service or 
as a service failure. Indeed, prior research has already 
treated such and similar incidents as service failures (e.g., 
Bejou and Palmer 1998; Hall and Porteus 2000; McColl- 
Kennedy and Sparks 2003; Taylor and Claxton 1994). In 
contrast, upgrading can be viewed as the overfulfilment of 
the service promise; that is, the customer receives more 
than he or she was promised when the ticket was purchased; 
to date, this has been discussed in the literature on customer 
delight or in the context of other service performance that 
has exceeded expectations (e.g., Finn 2005; Oliver, Rust, 
and Varki 1997; Rust and Oliver 2000). 


A Fairness Theory Approach to Consequences of 
Overbooking 


Wirtz, Theng, and Patterson (2003) suggest treating the 
consequences of overbooking from a fairness point of view. 
Fairness theory accommodates cases of both positive and 
negative inequity, which means that it allows for develop- 
ment of hypotheses for both the negative (downgrading and 
denied service) and the positive (upgrading) outcomes of 
interest. Furthermore, by specifically considering not only 
the output received but also the input of both exchange part- 
ners, fairness theory allows for differentiation between sta- 
tus and nonstatus customers in hypothesis development. 
Given that we aim to explain behavioral rather than attitudi- 
nal reactions to over- and underfulfillment and, further- 
more, want to analyze differences across usage groups, fair- 
ness theory is an appealing framework for this study. 

Fairness theory goes back to early work on justice in 
exchange situations by Adams (1963) and Homans (1961) 
and has been further developed in both the organizational 
behavior (e.g., Folger and Skarlicki 1999) and the market- 
ing (e.g., Finn 2005; McColl-Kennedy and Sparks 2003) lit- 
erature. The terms “fairness” and “equity” are typically 
used interchangeably. 

According to fairness theory, people strive for justice in 
exchange situations and include both the outcomes obtained 
in their fairness consideration and the inputs or investments 
they and the exchange partners make (Homans 1961). For 
people to feel as if they were treated unfairly, three condi- 
tions that correspond to the current application must be ful- 
filled. First, an unfavorable condition must be present (e.g., 
a disservice, a downgrade service). Second, the perpetrator 
must be accountable for the condition (e.g., the firm could 
have done something to avoid the situation, such as not sell 
more tickets or rooms than are available). Third, the harm- 
ful action (e.g., overbooking) must be viewed as a violation 
of some moral or ethical code (e.g., the hotel or airline 
should not make a service promise that it cannot fulfill). In 


other words, a service failure is perceived as unfair when 
the customer believes that the firm could have done some- 
thing to prevent the situation. 


Consequences of Negative Inequity 


Empirical studies have confirmed fairness theory in both 
organizational and marketing research. Employees who 
believe that they are treated unfairly are more likely to 
reduce their efforts or terminate their contract than to 
request that the exchange partner increase its investments 
(e.g., Campbell and Pritchard 1976; Garner 1986; Schmitt 
and Maxwell 1972). This notion is in line with the repetitive 
findings from the service failure literature that dissatisfied 
customers are more likely to stop buying from a service 
provider or do nothing than to complain and try to get their 
problem solved (e.g., Chebat, Davidow, and Codjovi 2005; 
Stephens and Gwinner 1998). In the marketing literature, 
perceived negative inequity has been shown to exhibit nega- 
tive effects on key variables, such as customer satisfaction, 
1ntention to rebuy, complaining, and word-of-mouth inten- 
tions (e.g., Fisk and Young 1985; Goodwin and Ross 1990; 
Huppertz, Arenson, and Evans 1978; Maxham and Nete- 
meyer 2002; Shankar, Smith, and Ramaswamy 2003). How- 
ever, the behavioral consequences of inequity are also 
unstudied, just as the behavioral consequences of service 
failures. 

Anecdotal evidence confirms that service customers are 
likely to perceive overbooking as unfair. Recently, an Italian 
musician who was denied boarding was so enraged that he 
almost bit an airport worker's ear off (see Blank 2006). 
Although firms must comply with government regulations 
on how bumped service customers are to be compensated, 
the exchange situation typically engenders feelings of injus- 
tice because the service promise was not fulfilled. Given 
that the most likely reaction to inequity is to decrease 
inputs/investments into a relationship, customers are 
expected to lower the amount of business they give to the 
firm in response to denied service or downgrading inci- 
dents. Because customers are sometimes forced to remain 
with a service provider as a result of high switching barriers 
in monopolistic situations or because they are members of a 
loyalty program, they may adjust their investments in the 
exchange relationship not only by decreasing the number of 
their transactions but also by trying to take advantage of 
discount offers or by purchasing lower-level services from 
the firm. This gives rise to the following hypothesis: 


Hj: Service failures arising from overbooking cause cus- 
tomers to decrease their future spending with a service 
provider. 


Consequences of Positive inequity 


Early work on fairness theory shows that positive inequity 
can trigger feelings of guilt and that people who believe that 
they are in an advantageous position in an exchange situa- 
tion sometimes increase their investments or efforts to 
achieve a balance (Adams 1963; Walster, Berscheid, and 
Walster 1973). Furthermore, fairness should create cus- 
tomer delight, which in turn should increase satisfaction 
and loyalty (Oliver 1997). However, empirical evidence 
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regarding the effect of overfulfilment on future behavior is 
ambiguous. Early work shows that people who experience 
positive inequity usually adjust their perceptions of what is 
a just outcome for them, and thus they do not change their 
behavior (Adams 1963). For example, Perry (1993) shows 
that people who are overpaid by their employers psycho- 
logically justify this by inflating their evaluations of their 
own contributions. 

In a consumer behavior context, research on customer 
delight is limited and inconclusive. Although overfulfilment 
has theoretically and, to a more limited extent, empirically 
been shown to be a driver of increasing customer purchases 
and revenues (Bowman and Narayandas 2004; Rust and 
Oliver 2000), Oliver, Rust, and Varki (1997) find a positive 
effect of delight on repurchase intention in only one of two 
studies and conclude that the effect of delight on repurchase 
intention is service specific. According to Oliver, Rust, and 
Varki (p. 330), the central issue is “whether consumers can 
be expected to mentally link a particular delight with more 
enduring behaviors including intention and loyalty.” In a 
more recent study, Finn (2005) suspects that Oliver, Rust, 
and Varki’s results may be due to error modeling and offers 
alternative explanations for when delight affects behavior. 
In the current context, there are good arguments both in 
favor of and against such an effect. On the one hand, cus- 
tomers cannot reasonably expect to be upgraded on a regu- 
lar basis and therefore may attribute their being upgraded to 
chance or circumstance. On the other hand, the expectation 
to be upgraded again in the future may indeed positively 
influence intention and loyalty. Given the ambiguous evi- 
dence in the fairness theory and delight literature with 
regard to overfulfilment, we formulate alternative hypothe- 
ses for positive events. 


Ноа: Firm-initiated upgrades of services cause customers to 
increase their spending with a service provider. 

На: Firm-initiated upgrades of services do not affect cus- 
tomers’ spending with a service provider. 


Customer Status as a Determinant of Effect 
Strength 


As we mentioned previously, fairness theory states that cus- 
tomers’ equity considerations depend not only on the 
received outcomes but also on the investments made. As 
such, it is likely that customers who have achieved a certain 
status in their relationship with the provider (e.g., “gold” or 
“silver” customers) will view their investments into the cus- 
tomer relationship as greater than those of “base” cus- 
tomers, who conduct business with their providers less fre- 
quently. Given that firms often communicate to their status 
customers that they represent an important group for them, 
these customers also expect a higher level of outcome for 
themselves and a higher level of investment from their 
exchange partner. Therefore, a high-status customer would 
likely perceive the same negative outcome (e.g., а down- 
grade, a denied service) as more critical and unfair than a 
base customer. Thus, the negative consequences of down- 
grading and denying service to the status customers are 
greater than those for the base customers. 
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Conversely, the base customer group would likely 
experience the positive inequity that results from an 
upgrade more strongly because status customers are more 
likely to expect an overfulfilment from time to time, given 
their high level of own investment into the relationship. For 
base customers, an upgrade is an incentive that they may 
believe to be more than they deserve because they do not 
have a history of high spending with the firm. Thus, the 
positive effects of upgrading should be stronger for the base 
customers than for the status customers. 


Ha: The effects of service failures that arise from overbooking 
on customer spending are stronger for high-status cus- 
tomers than for low-status customers. 

Hy: The effects of service upgrades on customer spending are 
stronger for low-status customers than for high-status 
customers. 


Data Set and Methodology 


Data 


To test our hypotheses, we analyzed the customer database 
of a large global airline. The database contains detailed 
individual information regarding the transactions and reve- 
nues, covering the period from January 2001 to December 
2004. It includes the booking class (economy versus busi- 
ness), the route (continental versus intercontinental), and 
whether the booking address is a business or a private 
address. Information on basic demographics (e.g., age, gen- 
der), the duration of the customer relationship, the miles 
obtained in the frequent-flier program, and the status level 
in the loyalty program (gold, silver, or bronze) is also 
included. Regarding the key variables of interest, the occur- 
rence (whether or not) and the exact dates of three events— 
namely, involuntary denied boarding, involuntary down- 
grading (from business class to economy), and upgrading 
(from economy to business)—are available at the individual 
customer level. 

We also obtained information from the airline about 
how customers are selected for downgrades, denied board- 
ings, and upgrades. When it becomes clear that there are 
definitely not enough seats on the aircraft, the airline first 
considers the customer status in its loyalty program (gold, 
silver, or bronze), then the amount of points collected in the 
loyalty program, and finally the price paid for the current 
flight to prioritize high-value customers for positive treat- 
ment and low-value customers for negative treatment. This 
information is important to be able to account for this selec- 
tion mechanism. 

We first obtained a random sample from the customer 
base of approximately 330,000 customers. Furthermore, we 
obtained data from all customers who had experienced at 
least one of the three service events involuntarily over the 
first six months of 2002; that is, we excluded customers 
who had volunteered for denied boarding or downgrades 
from the data set. This enabled us to analyze and compare 
transaction behavior before and after upgrading, downgrad- 
ing, and denied boarding for a substantial period and on a 
detailed level. In summary, we obtained data from 556 


downgraded, 836 boarding-denied, and 2283 upgraded 
customers. 


Method 


From a methodological point of view, three events of 
upgrading, downgrading, and denied boarding can be 
viewed as “treatments” that some customers receive, and 
we are interested in studying their “treatment effects” on 
customer transaction behavior and revenues. Although air- 
lines do not voluntarily bump or downgrade individual cus- 
tomers, it is clear that the likelihood that an individual cus- 
tomer will hold a ticket for an over- or underbooked aircraft 
increases the more often the customer flies. The airline uses 
the rules we mentioned previously (which are similar across 
the industry) for selecting customers to be bumped, down- 
graded, or upgraded. The resultant selection effects appear 
in Table 1, which, in the columns to the left of the variables, 
shows basic descriptive statistics for this study. In both the 
first six months of 2002 (the comparison period) and the 
full year before that (2001), all treatment groups exhibited 
usage patterns that were substantially different from those 
of the typical customer. Women are underrepresented in all 
groups, given their lower average number of flights, and age 
is not related to the reception of any of the treatments. 

The analysis of endogenous treatment effects in a non- 
experimental setting has been an important concern in the 
econometric literature for the past three decades (e.g., Diaz 
and Handa 2004; Heckman, Ichimura, and Todd 1997; 
Rosenbaum and Rubin 1984; Rubin 1973). Recently, simu- 
lation studies have shown that propensity score matching 
(PSM) leads to the best results when the selection mecha- 


nism is well known (Heckmann, Ichimura, and Todd 1997). 
The PSM technique is used to analyze treatment effects, 
and it attempts to answer the counterfactual question (Heck- 
man 1997; Rosenbaum and Rubin 1984; Rubin 1973, 1977) 
of how the flying behavior of someone who has received 
one of the treatments would have developed had he or she 
not received the treatment. The PSM method solves this 
problem by artificially creating a control group in which 
each treatment recipient is matched to one "similar" попге- 
cipient. When a good-fitting control group has been created, 
differences between treatment receivers and nonreceivers 
can be analyzed by comparing the two groups. 

The PSM technique has been shown to provide the best 
results of all matching techniques under two conditions. 
First, the predictors of the treatment must be well known 
and measured for both treatment and nontreatment cases. 
As we discussed previously, the selection rules were made 
available to us. Second, PSM is especially effective when 
longitudinal data are available, which is also the case for the 
current application. 

Figure 1 graphically displays the four-stage PSM proce- 
dure we use herein. First, we obtain a propensity score for 
all recipients and nonrecipients using logistic regression. 
We formulate a binomial logit model for each of the three 
treatments, in which the treatment (e.g., downgrading) rep- 
resents the dependent variable and the number of flights, 
the accrued miles, and the sociodemographic variables (to 
account for unobserved heterogeneity) are the independent 
variables. In addition, we added square miles collected to 
the equations for predicting negative events, following the 
rationale that customers who have collected more miles are 


TABLE 1 
Group Means Before and After Matching and Percentage Reduction in Blas (PRB) 


Before Matching 





After Matching 





Control Downgrading Downgrading (N = 952) Control Downgrading PRB 
6.61 15.84 All high-value flights (Months 1—6 in 2002) 12.63 13.34 92.3% 
25.0% 61.7% % Gold and silver status 59.3% 61.7% 93.5% 
713.10 4623.89 Revenue In 2001 3984.70 3753.39 94.6% 
24,337.50 71,270.63 Miles п 2001 64134.45 63867.39 99.4% 
28.5% 10.9% % Female customers 15.1% 10.1% 71.6% 
Denled Denled 
Control Boarding Denied Boarding (N = 1566)> Control Boarding PRB 
6.61 15.59 All flights (Months 1—6 in 2002) 12.30 12.44 98.4% 
25.0% 50.1% % Gold and silver status 47.4% 46.2% 95.2% 
713.10 4019.23 Revenue in 2001 3547.02 3392.96 93.2% 
24,337.50 55,262.70 Miles in 2001 56076.32 54525.56 95.0% 
28.5% 19.7% % Female customers 20.3% 21.2% 89.8% 
Control Upgrading Upgrading (М = 1720) Control Upgrading PRB 
6.61 16.00 All flights (Months 1—6 in 2002) 8.71 8.69 99.8% 
25.0% 59.2% % Gold and silver status 38.0% 41.5% 89.8% 
713.10 4232.90 Revenue п 2001 2240.01 2201.08 98.696 
24,337.50 63,400.03 Miles in 2001 34155.62 34153.48 100.096 
28.596 18.996 926 Female customers 21.996 24.596 72.996 


893.8% of orlginal cases matched. 
585.6% of original cases matched. 
с75.3% of onginal cases matched. 
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privileged when it comes to downgrading and denied- from bumping or downgrading high-value customers, pre- 
boarding decisions. Furthermore, in the downgrading ferring instead to give them upgrades. Note that the purpose 
model, we used the number of high-value bookings (i.e., of the logistic regression model here is only to obtain 
business-class bookings) and not the number of flights as a parameter estimates to compute propensity scores for each 
predictor, because a customer can get downgraded only . individual and perform the matching. 
from a high-value booking class. The probability of the Second, we match participants to nonparticipants with a 
event occurring as given by the binary logistic regression matching algorithm. There are various techniques to accom- 
model is the propensity score, which we subsequently used plish this (Diaz and Handa 2004). In general, simulation 
for matching, e describe next. The results of the logit studies (Barabas 2004; Heckman et al. 1998) report that the 
авы DIRS ; ее various available matching techniques all yield comparable 
The information we received from the airline about results. Nearest-ieishbor matching: ‘which is-an algorithm 


what drives the likelihood of receiving a treatment is cor- : : 
rect. The number of flights in the respective period is the that is well known from procedures such as cluster analysis, 


strongest predictor for all three treatments. The square in which the treatment case is matched with the пови 26 
miles collected in ће loyalty program are an additional рге- ment case closest to its propensity score, is the basic idea 
dictor for the negative treatments, whereas the (nonsquare) underlying all variants. Formally, let P(X) be individual i’s 
miles collected in the loyalty program are a predictor of Propensity score. The treated individual i is matched to the 
upgrading. Again, the rationale is that airlines try to refrain nontreated individual j, where j is min||PCX,) – РО) |. 


FIGURE 1 
PSM Procedure 


1. Run Logistic Regression 2. Match Each Participant to One or More 
*Treatment variable: У = 1 If treatment Nonparticipants According to Propensity 
receiver, and Y = 0 if otherwise. Score 
*Choose predictors of treatments as «Choose between various algorithms (e.g., 
independent varlables. nearest nelghbor matching, Callper 
«Obtain propensity score: predicted matching, Kernel and local linear welghts 
probability log[a/(1 — p)]. matching). 


3. Evaluate Quality of Matching Using 4. Multivariate Analysis Based on New 
Percentage Reduction In Bias Statistics Sample 








TABLE 2 

Results of Logistic Regression Analysis 
Independent Varlables Downgrading Denled Boarding Upgrading 
Constant 4.66 (.16)* —4.11 (.12)* -2.00  (.06) 
All high-value flights (Months 1—6 in 2002) 32 (.03)* — — 
All flights (Months 1—6 in 2002) — 53 (.02)* 63 (.01)* 
Status (bronze) 
Status (silver) —.04 (.14) —.15 (.10) 52 (.05)* 
Status (gold) —1.00 (.16)* —.74 (.12)* 150  (.06) 
Miles 2001 —.05 (.01)* —.05 (.01)* 271.05 (32.82)* 
Revenue 2001 —.88 (.13)* .31(.11)** .05 (.01)* 
Gender (1 = female) —7417.84 (1298.03)* —1045.68 (685.61) 40  (.06)* 
Age —1.30 (5.77) -2.51 (2.90) —.01 (2.73) 
Log-likelihood —1894.46 —6978.06 —14,003.94 
*p < .01. 


Notes: The parameter for Status (bronze) is set to zero. The coefficients for “All high-value flights” and “All flights” are divided by 10. The coeffi- 
cients for “Miles,” “Revenue, “Gender,” and “Age” are divided by 10,000. 
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Although this technique is intuitive, it may be difficult 
to find good matches for some people. We overcome this 
problem with caliper matching (Cochran and Rubin 1973), 
in which a so-called common-support region is specified 
(1.е., a tolerance zone for the difference in the propensity 
score between matches and nonmatches). Then, the nearest 
neighbor is matched to the treatment case only if ||P(X,) — 
P(X;)|| < £, where 2 is the specified tolerance zone. Poten- 
tial disadvantages of this procedure are that there are often 
treatment cases for which no appropriate matching partner 
can be found in the data set. Besides, subjectivity in choos- 
ing the tolerance zone may be a further disadvantage. There 
is some controversy about using either the Silverman 
(1986) rule or subjective judgment for determining the size 
of the tolerance zone. We began with the Silverman rule, 
which states that the tolerance zone should equal 1.06 times 
the standard deviation of the propensity score divided by 
the fifth root of the sample size, which resulted in values of 
.00038 for downgrading, .00041 for denied boarding, and 
.00054 for upgrading. However, given our unusually large 
control group, we were able to impose a far stricter rule for 
the caliper matching, which finally resulted in a .0000001 
rule for all models. Applying this rigid rule ensures that the 
control and the treatment groups are indeed similar to each 
other. Even with this strict rule, we were able to match 
85.696 of all denied boarding cases, 93.896 of all downgrad- 
ing cases, and 75.396 of all upgrading cases to a nontreat- 
ment case, which are good quotas. Thus, the typical disad- 
vantages of caliper matching are not particularly relevant in 
this case, and the method represents a suitable solution for 
our application. 

We validated our approach by splitting the control 
group data set into three subsamples of approximately 
110,000 customers each, and we conducted the matching 
with each of the three control groups in turn. The resultant 
parameter estimates were similar for each of the subsam- 
ples, and all hypotheses tests corresponded to the results we 
present subsequently. This increases confidence in the relia- 
bility and validity of the results because we obtain the same 
results regardless of the contro] group. 

Third, we evaluate the quality of the matching by com- 
puting the percentage reduction in bias (PRB) (Rosenbaum 
and Rubin 1984) according to the following formula: 


(1) PRB, 21-5 San 
п уд 
where 


PRB, = the percentage reduction in bias for the nth pre- 
dictor variable, 
ES = the mean of the nth predictor variable for the 
treatment group after matching, 
= the mean of the nth predictor variable for the 
nontreatment group after matching, 
a = the mean of the nth predictor variable for the 
treatment group before matching, 
= фе mean of the nth predictor variable for the 
nontreatment group before matching, and 
N = the number of predictor variables. 


The matching produced a nontreatment group that was 
similar to the treatment group with regard to the time before 
2002. This also becomes clear in the right-hand columns of 
Table 1, which show the means for the treatment group and 
the control group we obtained from the caliper matching. 
The treatment group is similar to the control group in all 
predictor variables, and the PRB indicates a strong reduc- 
tion of bias for all included predictors. 

Fourth, after substantially reducing our sample size and 
obtaining three pairs of similar treatment and control 
groups, we determine the treatment effect by conditional 
difference-in-differences by applying the following 
equation: 


(2) й=- 


X (Yu Yo) ^ ` (Yo, - Y, or’) 


D| ерла Jel OS, 


where В is the estimated Paneg effect, n is the total num- 
ber of treatment cases, Yi, — Yo,; is the before-and-after 
difference of the treatment cases, Yo, — Yo, is the before- 
and-after difference of the control cases, and Sp is the 
defined common support region. This is simply an ие. 
tion of the general linear model 


(3) (Wy – У) = а + Вр +e 


on all matched cases. In other words, the before-and-after 
difference of the outcome variable is written as a function 
of treatment D (where 1 = treatment case, and 0 = control 
case) with its parameter В, which is an estimator of the 
treatment effect that controls for the a priori difference 
between the treatment and the nontreatment cases. The 
combination of PSM with a difference-in-differences tech- 
nique (also called the “conditional difference-in-differences 
technique”) has been found to be less sensitive to bias than 
all other known methods for evaluating treatment effects in 
a nonexperimental setting (Heckman, Ichimura, and Todd 
1997). The model can be extended to capture the effects of 
covariates to control for the bias that could not be removed 
by the matching. 


Results 


All Customers 

The central question underlying this research is whether a 
treatment effect of the negative (denied boarding and down- 
grading) and positive (upgrading) events can be observed. A 
first impression can be obtained from Figure 2, in which we 
display the time series of the number of transactions for all 
three treatment and their respective control groups. 

As Table 1 shows, we were able to remove the original 
bias on the observed variables by conducting the caliper 
matching procedure for the time before the treatment (i.e., 
until June 2002). Until then, both the treatment and the con- 
trol groups exhibited similar usage patterns. Furthermore, 
Figure 2 shows that after the treatment reception, there is a 
negative effect of the denied-boarding treatment (the con- 
trol groups flies more often than the nontreatment group). 
There seems to be an even stronger effect of downgrading. 
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FIGURE 2 
Number-of-Flights Comparison of Treatment and Control Group for Downgrading, Denied Boarding, and 
Upgrading 
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For upgrading, there is only a small difference between 
treatment receivers and nonreceivers. 

For obtaining estimates of the treatment effect, В, for 
the various treatments, we estimated the general linear 
model (Equation 3). As dependent variables, we used the 
before-and-after differences for (1) the number of transac- 
tions and (2) the revenues. Given that we estimated the 
treatment effect for the number of flights for ten quarters 
(200243—200444), ten observations per customer are avail- 
able for the dependent variable “number of flights.” For 
revenue data, which is available only on a yearly basis, we 
had two observations (2003 and 2004). Thus, for our two 
dependent variables, we obtained a panel structure with ten 
and two measurement points for number of flights and reve- 
nue, respectively. This sums to six models (three matched 
samples and two dependent variables). Hausman tests 
(Greene 2003) indicate that for each of the six models, a 
random-effects, rather than a fixed-effects, model should be 
preferred. This is not surprising, because the Hausman test 
rejects the assumption of equal effects across individuals, 
whereas in Н», we already assumed that effects should vary 
across loyalty status groups. For both dependent variables, 
we estimated the random-effects model 


(4) Ун = Вх + щ ер 


where y, is the dependent variable (the difference-in- 
differences in the number of transactions and the 
difference-in-differences in revenues, respectively); B is the 
treatment effect; u; is a customer-specific, time-invariant 
disturbance, where E[u,] = 0 and Var[u,] = 0,2; and e; is the 
“classical” disturbance, where Efe] = 0, Маце] 20,2, and 
Сом[еу, uj] = 0. 

To test for a potential effect of differences between the 
control and the treatment groups that had not been removed 
by the matching procedure, we also included the variables 
from the logit model in the estimation of the treatment 
effect. Given that the matching produced similar groups, 
however, it is not surprising that none of the additional 
covariates exhibited statistically significant effects on trans- 
action behavior, and thus Table 3 displays only the results 
for the treatment effects. 

The treatment variables downgrading and denied board- 
ing exhibit statistically significant effects on both the num- 
ber of flights and the revenues obtained. For example, Table 
3 can be interpreted such that customers who were denied 


boarding conduct .1352 flights less than those who have not 
been denied boarding. For confidentiality reasons, the air- 
line asked us to display only indexed values for the yearly 
revenue effects. We scaled the strongest negative effect 
(downgrading) to represent a value of exactly 100, and we 
rescaled all other parameter estimates to reflect the correct 
effect relative to this value. In other words, the downgrad- 
ing effect is more than seven times higher than the effect of 
denied boarding.! 

In summary, the results in Table 4 lend substantial sup- 
port to Hj, in that there is a strong negative effect of down- 
grading and denied boarding on customer transactions and 
revenues. In contrast, none of the upgrading effects—nei- 
ther on the number of flights nor on revenues—are statisti- 
cally significant. In other words, customers do not react 
positively to upgrading, or at least, the effect is weak. Thus, 
Но. is rejected, and the alternative hypothesis, Hoy, is 
supported. 

We further tested for potential differences between the 
treatments and additional variables that we suspected might 
moderate the exhibited effects. In particular, we added an 
interaction effect between the variable “passenger type” 
(business versus private) and the treatments to the model 
and an interaction effect between the variable “flight 
length” (continental versus intercontinental) and the treat- 
ments. None of the interactions exhibited a statistically sig- 
nificant effect in any of the models. We conclude that 
effects do not vary systematically between business and pri- 
vate travelers, as might be suspected. Furthermore, there is 
no evidence that the effects are more severe for longer than 
shorter flights. We conclude that the difference in the 
amount of compensation paid to downgraded or denied- 
boarding customers between continental and intercontinen- 
tal flights is more or less adequate (though the absolute sum 
is not). 


Customer Segments 


Given that H and H4 suggest segment-specific differences, 
we repeated the previously mentioned matching procedure 
on a segment level; that is, we matched the treatment 
receivers of the three groups (i.e., gold, silver, and bronze 
customers) only with nontreatment receivers of the same 


Ца light of the difference in the number of flights, the resultant 
monetary effects are much higher than the displayed parameters. 





TABLE 3 
Effects of Treatments on Number of Flights (Quarterly) and on Revenues (Yearly) 
Dependent Variable: Dependent Variable: 
Difference-In-Differences Difference-in-Differences 
Treatment Sample for Number of Flights for Revenues 
Effects Size (2002q3—2004q4) (2003-2004) 
Denied boarding 1566 —.14 (.05)** 13.43 (5.86) 
Downgrading 952 —.54 (.06)** —100.00 (200.93)** 
Upgrading 3440 .05 (.05) .03 (8.10) 
*p < .05. 
"p< .01. 


Notes: Coefficients for revenue effects are distorted for confidentialrty reasons, but values reflect correct relative differences and significance 


levels. 
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TABLE 4 
Effects of Treatments for Different Status Groups 


Difference-in-Differences 


Difference-in-Differences 


Treatment Sample for Number of Flights for Revenues 
Effects Size (2002q3-2004q4) (2003-2004) 
Denied Boarding 
Bronze 448 -.10 (.14) —.30 (11.49) 
Silver 221 -.47 (.10)** —52.40 (26.34)* 
Gold 158 -1.49 (.19)* —93.04 (45.13)* 
Downgrading 
Bronze 92 -.28 (.17) —12.10 (98.92) 
Silver 162 -.88 (.13)** —46.71 (10.64)** 
Gold 218 -1.73 (.32)** —170.32 (40.21)** 
Upgrading 
Bronze 924 .21 (.04)** 2.62 (2.58) 
Silver 741 .27 (.34) 10.93 (10.34) 
Gold 53 .24 (.30) 18.02 (11.54) 
Likelihood Ratio Tests Likelihood Ratlo Tests 
for Group Equivalence for Group Equtvalence 
Denied boarding: Denied boarding: 
229 = 115.73, р < .001 22а = 88.02, p < .001 
Downgrading: Downgrading: 
Х22а. = 332.81, р < .001 Х?оа+ = 401.24, р < .001 
Upgrading: Upgrading: 
Х22а1 = 41,46, р < .001 X*2d t = 71.47, p < .001 
*p < .05. 
**p < .01. 


Notes: Coefficlents are distorted for confidentiality reasons, but values reflect correct relative differences and significance levels. 


status group and conducted the same analysis again. Instead 
of simply using the matched data sets that we obtained for 
testing Н; and Н» and including dummy variables for the 
different customer status groups, this procedure ensures the 
highest possible level of comparability on the individual 
treatment level and, in general, is recommended in the 
matching literature (e.g., Heckman, Ichimura, and Todd 
1997).2 

Again, caliper matching produced comparable groups 
with regard to their transaction and spending patterns before 
the treatment. As Table 4 shows, the difference-in- 
differences results show substantial variation in the parame- 
ter estimates in the expected direction. The strongest nega- 
tive effects can be observed for both downgrading and 
denied boarding for the gold customers, whereas there is 
hardly any effect for the bronze groups. Conversely, only 
the bronze customers react (mildly) positively to courtesy 
upgrades. In summary, negative incidents negatively affect 
high-value customers, and positive incidents only affect 
low-value customers. 

To provide a formal test of H4 and H4, we conducted 
likelihood ratio specification tests for our models (e.g., 
Greene 2003). In other words, we compared a restricted 
model, in which treatment coefficients are restricted to be 
equal across customer value groups, with an unrestricted 


2However, using the data set, we obtain the same substantial 
results and only marginal differences in the parameter estimates. 
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model, in which parameter estimates are allowed to vary 
across groups. If we let logL, be the log-likelihood of the 
unrestricted model and logL, be the log-likelihood of the 
restricted model, then 2 х (logL, – logL,) follows a chi- 
square distribution with (G — 1) x K degrees of freedom, 
where G is the number of groups (in our case three) and K 
is the number of parameters (in our case, one for each treat- 
ment, respectively). Given the large differences in the 
parameters across groups, it is not surprising that we obtain 
statistical significance of the chi-square test for all six mod- 
els (see Table 4). Because the group differences are in the 
expected direction, H4 and H4 are supported. 


Discussion 
The results of this study show, for the first time, the behav- 
ioral and monetary consequences of positive and negative 
treatments (denied boarding, downgrading, and upgrading) 
that arise from overbooking. We find that the negative 
events exhibit strong and lasting negative effects on usage 
levels and revenues, whereas the positive events show only 
mild effects on low-value customers. Our discussion 
addresses theoretical and practical implications simultane- 
ously and is divided into three sections. 


Application of Fairness Theory 


In the empirical study, we did not test our theoretical expla- 
nation that the consequences of overbooking on subsequent 


customer behavior can be explained by fairness theory. To 
understand whether being downgraded or denied boarding 
is really perceived as unfair and reduces the intention to fly 
again with the same airline, we conducted a role-play sce- 
nario experiment in which 620 undergraduate students from 
three different German universities participated. The design 
was a 3 (upgrading, denied boarding, and downgrading) x 3 
(gold, silver, and bronze customers) x 2 (private and busi- 
ness travel) treatment. Of the participants, 102 were non- 
German students, providing an international perspective as 
well. In general, the results confirmed our theoretical model 
and field study results; that is, downgrading and denied 
boarding were perceived as highly unfair and negatively 
affected repurchase intentions. Downgrading and denied 
boarding were perceived as more unfair in the high-value 
customer groups than in the low-value customer group. 
Upgrading had a significant effect on fairness perceptions 
only for the low-value customer group, and even for this 
group, there was no effect on repurchase intentions. There 
were no differences between business and private travel. 
Furthermore, German and non-German students did not dif- 
fer, essentially suggesting that the effects are not nationally 
or culturally bound. (Further details regarding the design, 
analysis, and results of the experiment are available on 
request.) In summary, the results of this experiment confirm 
that customers perceive the practice of overbooking as 
unfair. 

Prior research has encouraged a stronger focus on 
theory development in future studies in the area of customer 
metrics and lifetime value (e.g., Bolton, Lemon, and Ver- 
hoef 2004). We could confirm hypotheses grounded in fair- 
ness theory that high-value customers react most strongly to 
negative events whereas low-value customers react most 
strongly to positive events. Although we did not specifically 
design the current research (a field study) to test fairness 
theory, the empirical results, combined with the experimen- 
tal study, encourage the customer lifetime value/customer 
equity literature to integrate this theory into its analysis 
framework. Jt seems that fairness theory could provide the 
basis for a wide array of research propositions and hypothe- 
ses that examine differences among various customer value 
groups. 

In this context, an area for managerial action is compen- 
sation. Thus far, the customer equity literature has devel- 
oped several suggestions for prioritizing high-value cus- 
tomers, but it has been silent on the issue of compensation 
for service failures. Following the argumentation from fair- 
ness theory and the empirical results we obtained, it would 
make sense for firms to offer higher compensation to 
bumped or downgraded high-status customers than is 
legally required. In other words, differential treatment 
between high- and low-value customers is all the more 
important when something goes wrong than when every- 
thing goes well. 


A Customer-Centric View on Revenue 
Management 


Our study provides an illustrative example of a situation in 
which a customer-centric view has implications that vary 


dramatically from the product-centric view typically 
encountered in yield management applications (i.e., reve- 
nues from origin-destination networks are maximized). 
Rust, Lemon, and Zeithaml (2004) argue convincingly in 
favor of the superiority of a customer-centric, and thus cus- 
tomer lifetime value-maximizing, view. As they point out, 
by using customer-centric measures as a target metric, the 
return on marketing can be accurately measured. Although 
a customer-centric view has been favored for decades, espe- 
cially in the marketing literature, neither the literature nor 
management practice in revenue management has taken this 
view into account. 

In building models for revenue management, the results 
from the current study could be taken into account by inte- 
grating the average treatment effect of denied boarding and 
downgrading into maximization algorithms. The resultant 
model would add these costs to the calculated compensation 
costs that must be paid to any downgraded or bumped cus- 
tomer, so that the model would reflect not only the legal but 
also the behavioral consequences of such events. However, 
there is also a more sophisticated, though more difficult, 
long-term alternative to react to the results. 

For the past 15 years, service providers have invested 
heavily in enhancing customer databases. Today's databases 
are important tools for all kinds of CRM activities, and they 
are typically in the domain of firms' marketing departments. 
In contrast, booking systems are often managed by "service 
production" or "network planning" departments and, 
because of their technical nature, are information technol- 
ogy driven rather than customer driven. The practical man- 
agement literature has recently highlighted the importance 
of integrating such data sources for effective CRM (e.g., 
Wind, Mahajan, and Gunther 2002), and this study demon- 
strates the usefulness of such a convergence. If the airline is 
able to control not only the proportion of overbookings on a 
flight but also the proportion of overbookings per customer 
status, the system could, for example, check the proportion 
of gold-status customers who are booked on the flight, and 
because this group is overrepresented compared with an 
average flight, the overbooking ratio could be decreased. As 
such, the firm would decrease the likelihood that a high- 
value customer experiences a negative event and, in return, 
could take a greater chance on a flight with more low-value 
customers. This would require firms to educate their cus- 
tomers to indicate their frequent-flier identification when 
they book their flight. However, this does not seem unreal- 
istic, given that the firms can communicate to their high- 
value customers that indicating the frequent-flier status 
early in the booking process can only be advantageous for 
them. 


Asymmetric Effects of Positive and Negative 
Events 


We do not find strong effects for positive treatments. Thus, 
although it is clear that negative treatment effects are strong 
and lasting, positive effects are, if at all, small. This con- 
firms the findings from the customer satisfaction literature 
on the asymmetric effects of positive and negative events 
on customer satisfaction (e.g., Inman, Dyer, and Jia 1997; 
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Rust, Zahorik, and Keiningham 1995). Whereas decreased 
attribute-level satisfaction can affect overall satisfaction 
severely, increases in attribute-level satisfaction do not have 
a strong effect on overall satisfaction (e.g., Mittal, Ross, and 
Baldasare 1998). Theoretically, this can be explained by 
prospect theory (Kahneman and Tversky 1979), which sug- 
gests that losses (or negative disconfirmation) are valued 
more than gains (or positive disconfirmation). 

However, note also that for lower-value customer 
groups, the behavioral difference between positive and 
negative treatments is much smaller than it is for higher- 
value groups. Thus, it appears that losses (gains) have espe- 
cially negative (positive) consequences when the customer’s 
own investment into the relationship is perceived as high 
(low). Our experimental study also confirmed this; the posi- 
tive events were rated far less positive than the negative 
events were rated negative. 

The results indicate that excluding customers from a 
service (i.e., denied boarding) is less harmful to both the 
number of transactions and the revenues from customers 
than serving customers less than they expect (i.e., down- 
grading). However, this may be explained by the notion 
that, often, airlines are able to find fairly "good" solutions 
for denied boarding passengers (i.e., booking them on alter- 
native flights). Customers may then believe that the airline 
has done its best to solve the problem, whereas downgraded 
customers are simply disappointed by getting less than they 
expected (and deserved). Moreover, customers who book in 
high-value classes are mostly gold and silver customers 
and, as such, react more strongly to service failures, as fair- 
ness theory suggests. In this sense, a downgraded customer 


is a more severe threat for the firm than a bumped customer. 
Thus, firms should be particularly careful in overbooking 
their high-value classes. Indeed, because the effects of over- 
booking on the lower-value classes are not as severe, the 
segmented approach to overbooking and compensation we 
described previously seems to make even more sense. 


Conclusion 


This article shows that ignoring the long-term behavioral 
consequences of overbooking may lead to severe conse- 
quences for service providers. For extensions of this 
research, it would be insightful to conduct qualitative depth 
interviews with bumped, downgraded, and upgraded cus- 
tomers to understand better the motives for their reactions 
to overbooking. Furthermore, as is often the case when 
firm-specific data are used, it would be worthwhile to com- 
pare the results across airlines and industries. Finally, we 
caution that the actual negative effects may be even more 
dramatic than those computed because of a high likelihood 
of negative word of mouth by bumped and downgraded 
customers. 

On a more general level, this study emphasizes the 
importance of cross-functional integration of management 
functions, especially in service firms. Studying customer- 
related consequences of a practice that is traditionally per- 
formed by operations management departments leads to 
new insights for customer management. Therefore, we 
encourage future work that uses customer-related metrics as 
outcome variables of traditionally nonmarketing related 
issues. 
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Nermin Eyuboglu & Andreas Buja 


Quasi-Darwinian Selection in 
Marketing Relationships 


This article introduces quasi-Darwinian selection as a new explanatory paradigm for marketing relationships. In this 
paradigm, established relationships are viewed as survivors of a selection process whose parameters are the 
conduct of the partners, dependencies between the partners, and extemal adversities in the markets. Selection has 
the effect of culling certain combinations of these parameters, such as attempts at unilateral control when the 
partner is not dependent. The effect of selection is to carve out patterns that appear as associations between 
parameters, for example, between unilateral control and dependence. Traditionally, such associations have been 
interpreted as causal effects of one parameter on the other. This study shows that quasi-Darwinian selection may 
sometimes be the more correct explanation of an observed association. The guiding principle can be summarized 
by the motto “selection creates association.” As an explanatory paradigm, selection may rival causation. The quasi- 
Darwinian framework applies to any type of marketing relationships in the business-to-business and business-to- 
consumer markets. Examples include all relationships in the supply chain, relationships between service providers 
and customers, and relationships between sales representatives and customers. The article develops the quasi- 
Darwinian framework in generality, but it emphasizes applications to business-to-business relationships. When 
associations between relationship parameters are carved out by selection, they can be interpreted as adaptations, 
and their descriptive meaning has normative Implications; if partners in a relationship pattern their conduct 
according to these associations, on average, they may enhance the longevity of their relationship. 


n the past two decades, there has been a shift from enced a honeymoon phase in which “fledgling trust ... was 

transaction-oriented marketing to relationship-oriented built through [Peak’s] performance” (Narayandas and Ran- 

marketing (Wathne and Heide 2006). Marketers have gan 2004, p. 71), but “[t]hings began to change when, in the 
realized that retaining partners and customers is often more face of an unexpected downturn in car sales, Ford ordered 
economical than attracting new ones. Therefore, building only $700,000 instead of the promised $1.8 million worth 
and maintaining long-lasting relationships has become a of parts for the first six months” (Narayandas and Rangan 
focus of contemporary marketing practice and the subject of 2004, p. 69), which led to “distrust [that] impaired and ulti- 
research in marketing. By providing efficient repeat mately brought about the demise of the Peak—Ford relation- 
exchanges and synergies, relationships can give partners ship" (Narayandas and Rangan 2004, p. 71). 


financial and operational advantages. When this is the case, Risk and failure in marketing relationships are of mana- 
survival of the relationship is a rational pursuit of the gerial interest, but they are also of theoretical importance 
participants. because they lend themselves as a bridge to the paradigm of 

However, not all such relationships survive. Several Darwinian selection. Casting failure as selection opens up 
studies report failure rates in excess of 5096 (e.g., Kale, the toolbox of Darwinian theory that, in addition to selec- 


Dyer, and Singh 2002). Vivid illustration is given by tion, includes the concepts of variation, survival, and adap- 
Narayandas and Rangan (2004), who examine in one of tation. Thus, in theorizing about failure, one obtains insight 


their case studies a failed relationship between a vendor into survival. Relationships that survive have passed a 
(Peak Electronics) and a powerful original-equipment- process of "selection." They are adapted in the Darwinian 
manufacturer buyer (Ford). Initially, the relationship experi- sense; that is, they are likely to have arrived at modes of 


exchange that enable them to master the challenges posed 
еее — ————————————À regularly by their environments. We consider the term 
Nermin Eyuboglu Is Assoclate Professor of Marketing, Department of “adapted” a Darwinian translation of the term “established.” 
Marketing and International Business, Zicklln School of Business, Baruch Therefore, criteria for established relationships include per- 


College, City University of New York (e-mail: nermin_eyuboglu@ : M : : 
baruch.cuny edu). Andreas Вија ls Liem Sioe Liong/First Pacific Company ceived viability of the relationship by the partners and 


Professor, Department of Statistics, The Wharton School, University of Shared anticipation that normal problems can be solved. 

Pennsylvania (e-mail: buja@ wharton.upenn.edu). The authors contributed The crucial point that gives the Darwinian paradigm its 
equally to this article. They thank the three anonymous JM reviewers for power is the insight that selection and survival are often 
constructive comments that resulted In extensive improvements. The quite systematic. To illustrate, consider two fundamental 
authors acknowledge Neriman Eyuboglu, whose inspiration and support characteristics of marketing relationships: their reliance on 


were critical during the writing of this article. one-sided action (“unilateral control”) on the one hand and 
To read and contribute to reader and author dialogue on JM, visit ОП mutual understandings ("bilateral norms") on the other 
htt:/ww.marketingpower.com/mbiog. hand. In general, a strong reliance on unilateral control 


combined with few bilateral norms is an indicator of risk to 
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a relationship. Thus, selection is systematic and creates an 
adaptation characterized by (1) low unilateralism or (2) 
high unilateralism matched by high bilateralism. As a 
result, an empirical investigator who calculates correlations 
between measurements of the two constructs will observe a 
positive association, even if the natural variation of the two 
constructs exhibits no association at all. We refer to this 
effect of selection metaphorically as “quasi-Darwinian car- 
pentry,” or the chiseling away of selection on a population 
in such a way that previously nonexisting associations 
emerge. 

Quasi-Darwinian carpentry is critical because it is an 
alternative to causality. Both quasi-Darwinian carpentry and 
causality are explanatory paradigms for observed associa- 
tions, but they each apply in specific ways. The following 
are illustrations of two types of causality: (1) “Volatility 
increases the likelihood of opportunism (direct cause),” and 
(2) “bilateralism is effective only under conditions of 
volatility (normative cause).” If true, both entail observable 
associations among measurable constructs. In comparison, 
a statement of quasi-Darwinian selection would be “under 
high volatility, relationships with low dependence tend to 
fail.” Again, this entails an observable association between 
measurable constructs (here, volatility and dependence), 
neither of which causes the other. Instead, the association 
has been carved out by selection; by weeding out relation- 
ships with low dependence in volatile environments, a posi- 
tive association emerges between the two constructs. It 
would be a fallacy to interpret the association as meaning 
that high volatility causes high dependence. 

The marketing literature on relationships uses at least 
four partly intertwined explanatory paradigms: causal pro- 
cesses, developmental progressions, descriptive taxonomy, 
and normative theory. An example of causal reasoning is 
that of Geyskens, Steenkamp, and Kumar’s (1999) 
"structure-conduct-outcomes" model; examples of devel- 
opmental approaches are those by Dwyer, Schurr, and Oh 
(1987), Heide (1994), Jap and Ganesan (2000), and 
Narayandas and Rangan (2004); an example of descriptive 
taxonomy is that of Cannon and Perreault (1999); and an 
example of normative theory is that of transaction cost 
analysis (TCA) (see, e.g., Rindfleisch and Heide 1997; 
Williamson 1991). To this list, we add the quasi-Darwinian 
paradigm. 

The quasi-Darwinian framework we propose is built on 
an augmented version of social exchange theory (SET). The 
quasi-Darwinian view has a natural affinity to SET's notion 
of CL, the so-called comparison level for alternatives. If a 
party's outcomes fall below CL, there are viable external 
alternatives, and the party will abandon the relationship. 
Social exchange theory suggests that there are two drivers 
of human behavior in relationships; namely, parties want to 
achieve high levels of own outcomes and equitable out- 
comes in relation to the partner. The former leads to quasi- 
economic behaviors, and the latter leads to reciprocating 
behaviors (Emerson 1976, p. 341). Reciprocations can be 
positive and can help sustain a relationship, or they can be 
negative and put a relationship at risk. That negative recip- 
rocations are often stronger than positive ones (Eyuboglu 


and Buja 1993) adds to the need for a quasi-Darwinian 
view.! 

Social exchange theory provides three factors that affect 
survival and failure of relationships: conduct in the form of 
unilateral control and bilateral norms and dependence of the 
parties on each other. A fourth factor is borrowed from TCA 
in generalized form: external adversities that arise from the 
marketing environment.2 

The perspective we develop contributes to the marketing 
literature as follows: 


*It offers a new explanatory framework based on selection that 

augments the prevalent explanatory framework based on 
causation. 

elt offers new hypotheses in the form of quasi-Darwinian 

selection patterns. 

elt offers new rationales for existing hypotheses in the litera- 

ture. For example, SET suggests that there is a positive asso- 
ciation between parties’ use of unilateral control and partners’ 
dependence; in a quasi-Darwinian view, this association is a 
selection pattern. 

The fundamental innovation of this article can be sum- 
marized by the phrase “selection creates association.” 
Wherever a notion of failure applies, quasi-Darwinian 
carpentry may be at work, creating associations between 
attributes. To our knowledge, this principle has not been 
advanced by any relevant literature in marketing or manage- 
ment sciences. Although the social sciences literature has 
long been acquainted with the problem of so-called survivor 
bias that limits the ranges of observed attribute values 
(Aldrich and Ruef 2006, p. 32), survivor bias also limits the 
observed combinations of values among multiple attributes, 
thus creating associations among attributes. Survivor bias is 
not a mere sampling problem; it is the story called quasi- 
Darwinian carpentry. 

This article proceeds as follows: We begin with an 
exposition of the theory of quasi-Darwinian selection, fol- 
lowed by a discussion of four factors that affect survival: 
unilateralism, bilateralism, dependence, and adversity. 
Using the association of unilateralism and bilateralism as 
an example, we state hypotheses that describe quasi- 
Darwinian carpentry; we also give theoretical evidence 
based on idealized scenarios of probability models that the 
proposed selection effects are robust. We then give evidence 
that quasi-Darwinian selection effects are likely in other 
pairs of factors as well. We conclude with a discussion of 
the theoretical contributions, the role of causality and adap- 
tation, managerial implications, and limitations of this work 
and with suggestions for future empirical studies. 

(A note on terminology: Because the quasi-Darwinian 
framework is general and encompasses relationships 


ІОџг main references for SET are Thibaut and Kelley (1959) 
and Kelley and Thibaut (1978). However, there are also important 
versions of SET by Blau (1964, p. 92) and Walster, Walster, and 
Berscheid (1978), from whom we adopt the fundamental role of 
equity and reciprocation. 

2This list of four factors is fundamental but not exhaustive. 
Future studies may add other forms of governance, such as con- 
tractualism, and structural properties, such as outcome correspon- 
dence (Kelley and Thibaut 1978). 
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between firms and individuals, we use the generic term 
“conduct” for unilateralism and bilateralism. In a business- 
to-business context, “conduct” translates to “governance.” 
On occasion, we also use the term "behavior".) 


Theory of Quasi-Darwinian 
Selection 


The Darwinian perspective has had a long tradition in social 
sciences. In economics, an early precursor is Alchian 
(1950), followed later by Nelson and Winter’s (1982) semi- 
nal work “Evolutionary Theory of Economic Change” and, 
starting in 1991, the Journal of Evolutionary Economics 
(e.g., Hodgson and Thorbjgrn 2006). In sociology and man- 
agement science, there are theories of demography, ecology, 
and evolution of organizations, which are relevant here 
insofar as they are about selection (Aldrich 1979; Aldrich 
and Pfeffer 1976; Aldrich and Ruef 2006; Carroll and Han- 
nan 2004; Hannan and Freeman 1977, 1989; McKelvey 
1982; McKelvey and Aldrich 1983; see also the special 
issue of Strategic Management Journal on "Evolutionary 
Perspectives on Strategy" [e.g., Barnett and Burgelman 
1996; Barnett and Hansen 1996; Doz 1996]). 

We begin by noting that the following fundamental con- 
cepts are not mere metapbors borrowed from biology; they 
are abstract concepts linked by axiomatic structure that has 
widespread applications, biology being just one of them 
(see Hannan and Freeman 1977, p. 961): 


«Populations are composed of individuals or units of selection. 
In biology, these units are organisms; in economics, they are 
firms (Nelson and Winter 1982). In management sciences, 
they can be routines, processes, organizations, managers, or 
managerial activities (Aldrich and Ruef 2006, p. 28ff; Hodg- 
son and Thorbjørn 2006). In marketing, they are relationships 
and their conducts/behaviors.3 

Variation is variability in the characteristics or traits of the 
units of selection. Although the causes of variation in rela- 
tionships pose interesting questions, relevant here is only the 
undeniable fact of variation. 

*Selection is the elimination of units based on their interaction 
with the environment. In marketing, selection weeds out rela- 
tionships or their behaviors. It leaves behind "adapted" or 
established units that have higher levels of survival- 
enhancing traits.5 

*Adaptations are traits of the units that enhance the chance of 
survival. An example is the avoidance of strong unilateral- 


3For example, Aldrich and Pfeffer (1976, p. 85) note that "the 
natural selection model can be applied not just to the survival or 
failure of entire organizations but also to the partial modification 
of structure and activities that falls short of elimination of the total 
organization." 

4See Aldrich (1979, Chap. 4), Alrich and Ruef (2006, p. 18ff), 
and Hannan and Freeman (1977). 

5See Aldrich (1979, Chap. 5) and Aldrich and Ruef (2006, p. 
21ff). Selection does not maximize "fitness"; it chisels away at 
unfitness in a stochastic manner. In Barnett and Burgelman's 
(1996, p. 6) words, "selection processes often do not function as a 
smoothly and rapidly optimizing force" Adapted variation indi- 
cates average compatibility with survival, not optimality. 

6For adaptation in evolutionary biology, see Mayr (2001, р. 
150ff). See also the “Discussion” section. 
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ism combined with weak bilateralism. In general, units are 
not locked in to a single mode of survival. In this example, 
relationships can survive at many levels of unilateralism as 
long as the level of bilateralism is proportionately high." 
*Genes are the repositories of information that guide the func- 
tioning of units. For organizations and firms, the genetic 
material has been proposed to reside in routines and compe- 
tences (Hannan and Freeman 1977; McKelvey 1982; 
McKelvey and Aldrich 1983; Nelson and Winter 1982). We 
adopt these proposals because they exhibit points of attack 
for selection: (1) Genetic material (routines, competences) 
can be rendered outdated by environmental changes, and 
(2) genetic material contributed by partners may be 
incompatible. 


Concepts of Darwinian theory we do not rely on are as 
follows: First, we do not focus on evolution in the sense of 
development from simple to complex structures.8 Although 
populations of relationships may evolve to greater complex- 
ity on a large time scale, we focus on the effects of selection 
that are visible within “a single generation.” Second, we do 
not focus on heredity or the passing of genetic material to 
offspring through reproduction. Unlike biology, social sci- 
ences have no concept of reproduction and descent, though 
transmission, an interesting topic but not our concern, per- 
forms a similar function. Because of these differences to 
biology, we call our theory “quasi-Darwinian” and avoid 
the term “evolutionary” altogether. 

For social phenomena, a theory of selection can be neu- 
tral to aspects of motivation and rationality in human 
behavior. For example, the partners’ choices of unilateral- 
ism and bilateralism may be based on emotions, mispercep- 
tions, misunderstanding, incompetence, superstitions, coin 
tossing, learning the right or the wrong lessons, economic 
analysis based on valid or invalid assumptions, other 
attempts at rationality, or a blend of all of these.9 Such fac- 
tors create baseline variation that is handed to selection 
whose quasi-Darwinian carpentry leaves behind established 
or adapted variation. 

In contrast to Darwinian theory, which allows only ran- 
dom changes in the genetic material, quasi-Darwinian 
theory allows the agents to change their genetic material 
(1.е., routines and competences) to their benefit or detri- 
ment. Marketing relationships can act against selection by 
aligning their conduct with adapted variation, for example, 
by avoiding high unilateralism combined with low bilateral- 
ism. Then again, they may not. Either way, they may do so 
randomly, emotionally, irrationally, or through feedback 


"Compare this with Aldrich and Pfeffer (1979, p. 84): "Since the 
environment ... does not impose ... strict requirements for survival, 
many possible actions and structures are consistent with the sur- 
vival of the organization" and, in our case, the relationship. 

8There is a duplicity of meanings of the term “evolution.” The 
expression "evolution of a relationship" refers to the development 
of an individual unit, whereas Darwinian evolution is concerned 
with populations. 

9The positions on the importance of rationality vary in the lit- 
erature. For some of the less favorably inclined voices, see Alchian 
(1950), Hannan and Freeman (1977), McKelvey and Aldrich 
(1983), and Aldrich and Ruef (2006). There are even voices that 
attribute a positive role to irrationality (Weick 1979). 


and learning. Feedback and learning, which is “individual 
adaptation,” contributes to a population that is adapted in 
the Darwinian sense, but the same holds for changes of con- 
duct based on no insight or on the wrong reasons. Again, 
the theory is neutral to rationality. More fundamental to 
quasi-Darwinian theory is that it allows two simultaneous 
modes of achieving an adapted population: weeding out 
relationships and weeding out behaviors. 

Darwinian theory is sometimes criticized as producing 
mere “‘just-so stories,” or unverifiable explanations after the 
fact. Indeed, there is an epistemological difficulty in inter- 
preting or “reverse engineering” traits as adaptations 
(Aldrich and Ruef 2006, p. 56; Dennett 1995, p. 212ff). In 
our case, this criticism can be addressed as follows: (1) The 
problem of correctly identifying adaptations in social 
exchange can be helped by the observation of failure (Bar- 
nett and Burgelman 1996); (2) even when failure is not 
observed, our theory makes specific predictions of nonstan- 
dard associations in populations of established relation- 
ships, so specific that they render direct causation an 
unlikely explanation; and (3) the theory has foundations in 
another, well-established theory (SET). In summary, the 
proposed quasi-Darwinian framework is theoretically well 
founded and rarely leaves doubt in identifying selection and 
adaptation phenomena in marketing relationships. 


Four Factors Affecting Survival 


Drawing on SET and one element of TCA, we discuss four 
survival-affecting factors in light of the quasi-Darwinian 
framework: unilateralism, bilateralism, dependence, and 
environmental adversity (see n. 2). The discussion in this 
section is conditional, or ceteris paribus—that is, one factor 
at a time, holding everything else fixed. We state hypotheses 
as simple comparisons between survived and failed rela- 
tionships, speaking to the situation that failure has been 
observed. These conditional hypotheses are preliminaries 
for the discussion of quasi-Darwinian carpentry in the sub- 
sequent sections. 


Unilateral Control: The Malign View 


Unilateral control is the intervention by one party with a 
dictate of the partner’s actions (“behavior control”; Kelley 
and Thibaut 1978) or with an action that affects the part- 
ner’s or own outcomes (“fate control” or “reflexive control,” 
respectively; Kelley and Thibaut 1978; see also Eyuboglu, 
Buja, and Didow 1992). Less formally, unilateral control is 
the exertion of power and, as such, has a long tradition in 
the marketing literature (e.g., El-Ansary and Stern 1972; 
Frazier 1983). 

We include in unilateral control only interventions that 
have actually been exerted, following Frazier's (1999, p. 
229) criticism of the "control construct": "Influence 
attempts to gain control are one thing. Gaining actual con- 
trol is another.’ However, there is a need to account for 
potentiality. The premise of unilateral control as achieved 
intervention is that a party has the ability to impose on the 
partner (Heide 1994; Weitz and Jap 1995), but it may 
choose not to use it or not to use it to the fullest extent. 


Thus, it is of interest to determine enabling and limiting fac- 
tors for unilateral control, a topic we pursue subsequently. 

It is sometimes argued that power is not always coercive 
and does not always lead to contention by the weaker party. 
This benign view is appropriate if power means the ability 
to control. However, unilateral control as exercised power 
calls for a malign view. The reason is that exercised power 
negatively impinges on SET's two fundamental drivers of 
relationships—the desires for high levels of own outcomes 
and equitable levels of partner's outcomes—thus diminish- 
ing tbe survival chances of relationships. This works out as 
follows: 


*Depressed outcomes: If A exerts unilateral control over B in 
the form of fate control, A keeps B's outcomes at depressed 
levels and, thus, close to СГ. However, keeping B's out- 
comes close to СГ, increases the risk that B's outcomes will 
fall below its CL, because of miscalculations on A's side. If 
this occurs, B will find a more favorable external alternative, 
and the relationship dissolves. 

*Violated equity: If A exerts unilateral control in the form of 
reflexive control, A keeps own outcomes at elevated levels. 
Party B may perceive A’s self-dealing actions as violating 
equity,!0 giving B cause to look for alternatives outside the 
relationship and explore its own СГ. Such efforts may yield 
unexpected alternatives and, again, result in dissolution of the 
relationship. 


In summary, we adopt a generic malign view of unilateral 
control as detrimental to the survival of relationships: 


Ри: Increased unilateral control lowers the survival chances of 

relationships. 

Support for this proposition can be found in the work of 
Frazier and Summers (1986, p. 175). Further qualitative 
aspects to the exertion of unilateral control exist, all of 
which are detrimental to the survival of relationships: 
awareness of exposure, dependence, and violated autonomy 
by weaker parties when complying with imposed unilateral 
control (Thibaut and Kelley 1959, p. 134); costs of self- 
monitoring when trying to avoid offending the partner 
(Thibaut and Kelley 1959, p. 118ff); and stifled cooperation 
and resistance by the weaker party and ensuing conflict. An 
upside of unilateralism is its efficiency, which is achieved 
by avoiding time-consuming consensus building. 

Although these effects belong to individual psychology, 
they hold for all marketing relationships because even 
encounters between firms involve boundary personnel to 
whom these effects apply. Personnel may react subjectively 
to a partner's unilateralism, as did the son of the founder of 
RCI when General Electric (GE) unilaterally withdrew 
exclusivity arrangements: “Being ... hotheaded, at first I 
threatened to terminate the relationship” (Narayandas and 
Rangan 2004, p. 70). 


10This is certainly the case when A's gain is B's loss as a result 
of a zero-sum situation, but even when A's unilateralism raises B's 
outcomes as a result of outcome correspondence (Kelley and 
Thibaut 1978), it does not bode well for B because of a potential 
future reversion to a zero-sum situation. 
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Bilateral Norms: A Beneficial Substitute for 
Unilateral Control 


Bilateralism is the reliance on bilateral norms—that is, 
“shared expectations regarding behavior’ (Cannon, Achrol, 
and Gundlach 2000, p. 180; see also Axelrod 1986; Macneil 
1980). Bilateral norms require time to develop as they 
emerge from repeated and successful exchanges (Gundlach 
and Achrol 1993). In time, customs become norms, and “the 
usual ... becomes the right” (Waller and Hill 1954, p. 49, 
cited in Thibaut and Kelley 1959, р. 128).!! From Macneil’s 
(1980) list of 28 norms, Cannon, Achrol, and Gundlach 
(2000) distill 5: flexibility, solidarity, mutuality, harmoniza- 
tion of conflict, and restraint in the use of power. These 
norms are the basis of mutual expectations that infuse pre- 
dictability and reliance in a relationship. 

This view, which arose from Macneil’s (1980) relational 
exchange theory, is complemented by SET’s view of rela- 
tionships as creating outcomes for the partners. Under bilat- 
eralism, any action by either A or B that contributes more to 
A’s than B’s outcomes creates a debt that A owes B (as 
when B exceeds A’s expectations or when A disappoints 
B’s). Unlike an act of unilateralism, the exchange is under- 
stood to have generated an unspecified IOU (Blau 1964, p. 
93) that adds to B’s outcomes and thus preserves equity. 
The IOUs help the survival of the relationship by lessening 
B's urge to search actively for external alternatives. Absent 
the IOUs, B's total outcomes may be lowered to the point 
that they fall below its CLan. When B realizes this, the rela- 
tionship with A is likely to dissolve. In summary, 

Ру: Increased bilateral norms raise the survival chances of 

relationships. 

Of the two types of conduct, unilateralism is primary. 
Parties “аге more interested in gauging each other in the ini- 
tial stages than in articulating formal expectations about the 
nature of relationship outcomes” (Narayandas and Rangan 
2004, pp. 67, 70). If the relationship survives unilateral 
explorations of boundaries, it is because, in time, bilateral 
norms substitute for unilateral control and compensate for 
its problems (Bello and Gilliland 1997; Lai and Nevin 
1995); this has been thoroughly worked out by Thibaut and 
Kelley (1959, Chap. 8): "[N]orms provide a means of con- 
trolling behavior without entailing the costs,... resistances, 
conflicts, and power losses involved in the ... exercise of ... 
power" (ibid., p. 147). “Both [the] weaker and stronger ... 
stand to gain from the introduction of mutually acceptable 
rules which introduce regularity and control into the rela- 
tionship without recourse to the direct ... application of 
power," and "acceptance of supra-individual, depersonal- 
ized values as the basis for behavior has functional value 
both for the actor and the one dependent on his actions" 
(ibid., p. 131). We summarize by distinguishing two bene- 
fits of norms: 


l1AJthough relationships may begin with a “honeymoon” phase, 
their upbeat mood can be short lived and must be distinguished 
from bilateralism tested in prior experience. 
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«А weaker party can appeal to norms even in the absence of 
any ability to reinforce its will. Thus, norms can be a wel- 
come source of control for the less powerful. 

•А stronger party can appeal to norms instead of reinforcing 
its will. Thus, norms can be a welcome way to avoid overuse 
of power, conflict, and costs of enforcement. 


By avoiding the costs of unilateralism, bilateralism works 
against quasi-Darwinian selection and enhances the chances 
of survival of relationships. 


The Internal Environment: Dependence 


Social exchange theory quantifies dependence as outcomes 
in excess of CLam meaning that a party is dependent to the 
degree to which outcomes from the current relationship 
exceed outcomes from the best external alternatives.!2 Out- 
comes in excess of CL, capture two aspects of dependence 
proposed by Emerson (1962). First, the excess measures 
how undesirable it is to replace a partner; thus, it embeds 
replaceability of a partner. Second, the excess also measures 
how motivated a party is to remain in the relationship; thus, 
it embeds motivational investment of a party. 

Because SET's outcomes include economic and 
noneconomic aspects, it is conceivable that the noneco- 
nomic component of outcomes reduces overall outcomes of 
an economically viable relationship to the point at which 
alternatives become viable, or it may give an economically 
marginal relationship sufficient lift to make it viable overall. 
Whatever the mix of economic and noneconomic compo- 
nents of outcomes, a high degree of dependence, as mea- 
sured by outcomes in excess of СІ, acts as glue in a 
relationship. 

P3: Greater dependence of either party increases the likelihood 

of survival of relationships. 


The proposition applies to both partners of a relation- 
ship; either’s dependence contributes to cohesion. It follows 
that the survival probability of a relationship is a function 
s(D4, Dg) that is increasing in both D4 (A's dependence on 
B) and Dg (vice versa). If survival chances depend only on 
the sum D, + Dg—that is, (рл, Dg) = КОд + Dg)—we 
can follow the literature (Gundlach and Cadotte 1994) and 
form a notion of "total dependence" or "interdependence" 
by adding the dependences of the partners. For practical 
purposes, we assume that total dependence is indeed Da + 


Dg. 

We follow Narayandas and Rangan (2004) in abandon- 
ing the assumption that asymmetry of dependence is a pri- 
ori corrosive. In general, weaker parties initiate relation- 
ships with stronger parties; the latter are often lethargic and 
need to be motivated by partners who go the extra mile. As 
a result, stable relationships can emerge under asymmetric 
dependence. Importantly, asymmetry of dependence should 
not be confused with outcome noncorrespondence (Kelley 
and Thibaut 1978), two issues that do not imply each other. 


12Alternatives outside the relationships аге not limited to find- 
ing another partner. Àn example is in-house manufacturing, as 
Heide and John (1992; see their variable INTERN) suggest. 


The External Environment: Environmental 
Adversity 


The external environment can generate difficulties for firms 
in various forms: leanness!? stemming from tightening of 
markets, unpredictability stemming from turbulence in the 
markets, and complexity stemming from an increasing 
number and diversity of environmental actors (Achrol, 
Reve, and Stern 1983; Achrol and Stern 1988; Aldrich 
1979). Other types of adversities can arise from changes in 
the legal, political, and media environments: law suits, 
activities by government bodies, investigative journalism, 
and negative consumer reporting. Such factors are in evi- 
dence in the dramatic breakup of the long-standing Ford- 
Firestone relationship in 2001, triggered by rollover acci- 
dents of sport-utility vehicles (Greenwald 2001). 

We put these qualitative dimensions under the umbrella 
term “environmental adversity,” or “adversity” for short, 
which denotes changes in external conditions that render 
outcomes from the relationship volatile and often unsatis- 
factory. Such adverse changes increase the likelihood that 
outcomes will fall below CL, and that the relationship will 
dissolve. In the example of the Ford—Firestone relationship, 
noneconomic aspects of outcomes came to dominate to the 
point at which dropping the relationship seemed preferable 
to preserving it. 

The concept of adversity implies adverse change; thus, 
chronic leanness and chronic complexity do not count as 
adversity; instead, they are part of the normal environmen- 
tal conditions. For example, in the Ford—Peak relationship 
(Narayandas and Rangan 2004), Ford would not have made 
unrealistic promises of orders to Peak had the markets been 
lean for the previous five years, and similarly, in the Ford— 
Firestone relationship, Ford would not have turned into a 
difficult partner without the rollover accidents. 

Before stating the next proposition, we note that adver- 
sity tends to arise in one party’s external environment. It 
affects the other party indirectly by affecting the relation- 
ship. For buyer—seller relationships, we can draw on Achrol, 
Reve, and Stern's (1983) distinction between input and out- 
put sectors. Adversity tends to arise in one sector and spill 
over into the other sector through the relationship. In the 
Ford-Firestone case, adversity began with problems on 
Ford's side, but it ultimately drove Firestone to abandon the 
relationship. 

P4: Greater adversity in either party's external environment 

decreases the likelihood of survival of relationships. 


Templates of Selection Hypotheses 
Exemplifled by Unilateralism and 
Bilateralism 
In this section, we discuss quasi-Darwinian carpentry, the 
phenomenon that selection can limit the combinations of 
values that two or more constructs attain. We state what we 


I?The literature uses the reverse: “munificence.” We prefer all 
constructs to point in the negative direction. 


call "selection hypotheses" for a first pair of constructs, uni- 
lateralism and bilateralism. In subsequent sections, we state 
hypotheses of identical form for different pairs of con- 
structs. Rather than repeating ourselves, we then simply say 
that “selection hypotheses hold for constructs X and Y.” We 
theoretically support the proposed hypotheses with model 
calculations that quantify selection effects in idealized 
hypothetical scenarios. 


A Theoretical Illustration of Selection on Uni- and 
Bilaterallsm 


On first consideration, the SET view of bilateralism as a 
substitute for unilateralism might suggest a zero-sum effect 
and, thus, an inverse relationship between the two behav- 
iors. If a relationship requires a certain level of coordina- 
tion, in principle, it could be attained with a mix of unilater- 
alism or bilateralism whereby less of the former calls for 
more of the latter, and vice versa. Such a zero-sum effect 
may exist, but there is too much variation in the level of 
needed coordination among relationships for the effect to be 
visible. 

Instead, a different effect takes hold. Quasi-Darwinian 
selection chips away at relationships that exhibit a combina- 
tion of high unilateralism and low bilateralism, because 
high unilateralism affects survival negatively, and low bilat- 
eralism fails to compensate. Conversely, a loss of survival 
chances due to an increment in unilateralism can be com- 
pensated by an increment in bilateralism. 

This compensation effect can be illustrated with an ide- 
alized scenario formulated in random variable language. 
Assuming, for example, that measures U and B of both con- 
ducts are limited to the unit interval [0, 1], we suppose a 
drastic form of selection in that all relationships with B « U 
are eliminated, expressing the idea that a level of B below U 
is insufficient to compensate for the survival-diminishing 
effects of U. The situation is depicted in the left frame of 
Figure 1, in which the dark gray triangle represents the 
failed relationships (and thus, the light gray triangle repre- 
sents the survived relationships). If we assume that relation- 
ships are generated such that U and B are independently 
and uniformly distributed, the selection effect results in a 
population of survived (established, adapted) relationships 
with a uniform distribution on the triangle designated by 
B 2 U and a population of failed relationships with a uni- 
form distribution on the triangle designated by B « U. 

It is now possible to calculate analytically exact correla- 
tions between U and B for the two populations. Surpris- 
ingly, for survived relationships, the correlation has a rela- 
tively high value of .5. Even more surprisingly, the same 
holds for failed relationships. However, the two variables 
were stochastically independent before selection. 


Means and Variances in the Idealized Scenarlo 


Figure 1 illustrates the unconventional association quasi- 
Darwinian selection may produce. The association is posi- 
tive for survived and failed relationships, but it differs in the 
level of bilateralism and in the type of heteroskedasticity. 
For survivors, the regression of B on U is linear, whereas 
the "error structure" is heteroskedastic with decreasing 
"error variance": 
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FIGURE 1 
Illustration of Quasi-Darwinlan Carpentry with 
Unilateralism U and Bilateralism B 





Bilateralism 





Unilateralism 


Notes. Light gray area: survived; dark gray area: falled; dashed 
lines: regressions of B on U for survived and failed 
separately. 


E[B[U, Survival] = .5 + .50, — V[B[U, Survival]! ~ (1 — U). 


For failures, the association has the same positive slope but 
an intercept that is lower by .5, and the error variance 
increases: 

E[B[U, Failure] = .5U, УВО, Failure]! ~ U. 


The two regression lines are depicted in Figure 1 (dashed 
lines). Note that survived relationships match increased lev- 
els of U on average with an increased level of B. However, 
this is not particular to survivors; failed relationships do the 
same. In both cases, the slopes of the regressions of B on U 
are .5 and, thus, positive. The difference between survived 
and failed relationships is elsewhere: (1) At each level of U, 
the average level of B is higher by .5 for the survived rela- 
tionships, and (2) for increased levels of U, the conditional 
variance of B is decreased for survived relationships and 
increased for failed relationships. Thus, the differences 
between survived and failed relationships cannot be 
described by correlations and regression slopes; instead, the 
differences are in levels and in heteroskedasticities. How- 
ever, the positive correlations for both survived and failed 
relationships are a result of quasi-Darwinian carpentry. 
Adding to the strangeness of these effects is the fact that the 
variables were chosen independently before selection and 
thus had a zero correlation. 
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Hypotheses for Quasi-Darwinian Carpentry 


On the basis of the intuitions gained from the scenario of 
Figure 1, we state four hypotheses. Of these, the first two 
assume the observation of both survived and failed relation- 
ships. The remaining two hypotheses describe the effects of 
selection on survived relationships alone. Similar hypothe- 
ses could be formed for failed relationships. Thus, the fol- 
lowing statements constitute the selection hypotheses for 
unilateralism and bilateralism: 

Нђа: The ratio of surviving to failing relationships ("odds of 
survival") increases for increasing bilateralism and 
decreasing unilateralism. 

Hyp: At all levels of unilateralism, the average level of bilater- 
alism is higher for survived relationships than for failed 
ones. 

Не: For survived relationships, unilateralism and bilateralism 
are positively associated. 

Н;а: For survived relationships, the conditional variance of B 
decreases for increasing U. 


As we stated previously, this hypothesis provides a template 
for similar hypotheses that follow. To avoid repetition, H;,- 
Нја could be stated in the following abbreviated form: 


Hi: Selection hypotheses hold for unilateralism and bilateral- 
ism in the sense that high levels of unilateralism combined 
with low levels of bilateralism put the relationship at risk. 


Obvious ways to test such hypotheses empirically include 
logistic regression (H,,), two-sample tests (Нь), correlation 
and regression (Ну), and heteroskedasticity tests (Н.а). 
With Hj, in mind, it would be useful if such tests were rou- 
tinely reported in the literature. 


Selection Lifts Correlation: Theoretical Scenario 
Calculations (Part 1) 


In the scenario in Figure 1, we made the unrealistic assump- 
tion that unilateralism and bilateralism are independent 
(and, thus, uncorrelated) before selection. In this and the 
next subsections, we show that the qualitative insights from 
the scenario do not significantly depend on this assumption. 
This matters because it cannot be assumed that the levels of 
unilateralism and bilateralism emerge independently in the 
early stages of a relationship. Therefore, we consider a sce- 
nario that provides flexibility for choosing baseline correla- 
tions before selection, while allowing analytic calculations. 
The scenario consists of a bivariate Gaussian baseline dis- 
tribution for U and B with arbitrary correlation p before 
selection. We are not advocating the bivariate Gaussian as a 
realistic model but rather as a test scenario that should con- 
firm and refine the insights gained from the scenario of a 
uniformly distributed baseline. 

We again assume hard selection in which relationships 
with В < U fail. Thus, the joint distribution of U and B for 
survived relationships is a diagonally truncated bivariate 
Gaussian that puts all its mass in the upper-left half-plane. 
The correlation р, for survived relationships after selection 
is then a function of the baseline correlation p before selec- 
tion, as follows: 


_ @+(1- o)p 
Ps qas ap’ 

where © = 1 = 1/3.1416 = .3183.14 A plot of p, against р 
appears in Figure 2. The vertical distance of the curve from 
the diagonal represents the lift р, — р exerted by selection. 
Here are some facts: If the baseline correlation p is zero (U 
and B are independent before selection), the correlation p, 
after selection is .467, which is close to the value of .5 for 
the triangle distribution of Figure 1. The correlation after 
selection is positive for all baseline correlations greater than 
—.467. The greatest lift from р to p, is for p = –.248, where 
Ps = +.248, and thus p, – р = .496. We conclude that selec- 
tion gives the association between U and B a strong and 
robust lift in the positive direction.!5 


Selection Creates Heteroskedasticity: Theoretical 
Scenario Calculations (Part 2) 


We now show that in the same Gaussian preselection sce- 
nario for (U, B), selection produces heteroskedasticity with 
shrinking conditional variance. Indeed, an analytic calcula- 
tion shows that the conditional variance of bilateralism for 
survived relationships is as follows: 


V[B|U, Survival] = o? | E i) | 





14The derivations are available on request. 
I5Counterintuitively, identical facts hold for failed relationships. 


FIGURE 2 
The Effects of Selection on a Gaussian Baseline 
Distribution with cor(U, B) = p 


Ps = corr(U, B) After Selection 
0 


-1.0 -5 .0 .5 1.0 
P =corr(U, B) Before Selection 


——————————————— 
Notes: Correlation p, after selection as a function of the correlation 
p before selection. 


where cor(B, U) = p and V[B|U] = 02 = 1 - p? are, respec- 
tively, the correlation and conditional variance before selec- 
tion. The nature of the function F(t) is irrelevant other than 
that it is a cumulative distribution function that ascends 
from zero to опе.16 This alone demonstrates that the condi- 
tional variance after selection begins at the maximal value 
o? for U near – and descends to zero for U near +оо, Fig- 
ure 3 graphs the conditional variance of B given U after 
selection. For p = 0, for example, at U = 0, the reduction of 
the conditional standard deviation is to .60286, and at = 
3, it is to .26560. In summary, heteroskedasticity in the 
form of left-to-right reduction of the conditional variance is 
a robust phenomenon that occurs at all levels of preselec- 
tion correlation. 


Selection Hypotheses for Other 
Constructs 
We can generalize the preceding arguments as follows: 
Quasi-Darwinian carpentry between two constructs can be 
expected when there is a combination of high or low levels 
of the constructs that is detrimental to relationships. This 
argument provides the underpinnings for several more 
selection hypotheses. Recall that when a construct is a con- 





16115 F(t) = w(O[w(O — t], where w(t) = Ф(ОЛ1 — Ф(0], and Фед 
and Фї) are the standard Gaussian density and cumulative distrib- 
ution function, respectively. 


FIGURE 3 
The Effects of Selection оп a Gaussian Baseline 
Distribution with cor(U, B) = p 





V[B|U, Survived]12 
с/2 





Notes: The conditional standard deviation of В given U for survived. 
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duct, quasi-Darwinian selection works in two ways: (1) 
Relationships can fail, or (2) the parties’ conducts can fail. 

Not all associations we describe subsequently have the 
form of simple selection hypotheses. In two cases, selection 
combines with causation, exemplifying novel ways of rea- 
soning about correlations and interactions. 


Unilateralism and Dependence 


Social exchange theory explains the link between depen- 
dence and unilateral control. According to Emerson (1962, 
p. 32), “dependence of one party provides the basis for the 
power of the other,” because to the extent that the party’s 
outcomes exceed its CL, it is locked in to the relationship. 
If dependence is the basis for potential control (power), it is 
also the basis for exerted and achieved control. The state- 
ment that B’s dependence is the basis for A’s unilateral con- 
trol has two implications: (1) A owes its ability to exert uni- 
lateral control to B’s dependence, and (2) A can exert 
unilateral control only to the extent of B’s dependence. 
Therefore, B’s dependence is both the enabling and the lim- 
iting factor of A’s unilateral control over B. 

Although this SET proposition seems axiomatic, it can 
be derived from a quasi-Darwinian argument. If A attempts 
unilateral behaviors but B is not sufficiently dependent on 
A, one of two things will occur: (1) B will put A in its place 
(as did RCI in the GE-RCI relationship), or (2) the relation- 
ship will dissolve (as in the Peak—Ford relationship). Thus, 
either the conduct or the relationship is weeded out, which 
makes this a case of both suppression of behaviors and 
selection of relationships. From this follows SET’s “axiom” 
that a partner’s dependence enables and limits own unilater- 
alism. If B is dependent, A can use unilateralism but does 
not have to, and if B is not dependent, A cannot success- 
fully use unilateralism. 

However, judging dependence can be difficult, and mis- 
judging dependence does occur, as Narayandas and Rangan 
(2004) demonstrate. For example, GE misjudged its power 
when it withdrew exclusivity arrangements from RCI, and 
RCI proved resourceful by cultivating an alternative sup- 
plier, thus establishing power parity with its much larger 
partner. Similarly, Peak misjudged its power when it tried to 
force Ford’s hands, and the relationship failed. In general, a 
relationship’s survival is at risk when one party exerts uni- 
lateral control that has no basis in the partner’s dependence. 


Но: Selection hypotheses hold for A's unilateralism and B's 
dependence in the sense that A’s use of unilateralism in 
the absence of B’s dependence puts the relationship at 
risk. 


Н, implies a positive association between A's unilateralism 
and B's dependence. This is compatible with the work of 
Heide and John (1992, p. 38), who use a contributing factor 
to a supplier's dependence: “the percentage of the supplier’s 
total sales of the product accounted for by the buyer" (i.e., 
their variable BCONC). Although the variable was outside 
their TCA focus and listed among “other variables,” it was 
by far the strongest contributor to unilateral control (ie., 
their variable BUY CONT; t = 4.210 with n = 121; ibid., p. 
40), causing the authors to apply post hoc reasoning about 
the effects of "sheer power." 
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We turn to the relationship between A's unilateralism 
and A's own dependence on B. Whereas B's dependence is 
strongly linked to A's unilateralism, A's own dependence is 
much less so. However, it can be argued that it also plays a 
role because A’s dependence enables B to reciprocate with 
unilateralism if A uses its available unilateralism. These 
effects, which play out under high symmetric dependence, 
are well documented in SET; “each member’s ability to 
make demands is matched by the other’s ability to resist 
those demands” (Thibaut and Kelley 1959, p. 114), but if 
the relationship survives initial negotiations, the partners 
will “rather quickly determine a ‘zone of conformity’” 
(ibid., p. 115). This implies again that either the relationship 
or the conduct is weeded out. Despite the indirect nature of 
this effect, we should expect a weak selection signature, as 
follows: 


Нз: Weak selection hypotheses hold for A's unilateralism and 
A's independence ш that A's use of unilateralism in the 
presence of A's dependence puts the relationship at risk. 


Нз implies a negative association between A's unilateralism 
and A's dependence, consistent with Heide and John (1992, 
p. 40), who show a significant effect among a contributor to 
A’s independence, the percentage of a buyer's requirements 
produced internally (®INTERN, t = 2.474), and a contribu- 
tor to unilateral control (BUY CONT). 


Unilateralism and Adversity: Interplay of 
Selection and Causation 


This combination of constructs is not amenable to a simple 
selection hypothesis and, instead, needs to be described in 
terms of both selection and causation. Causation is present 
because environmental adversity is likely to foster unilater- 
alism. If Party A is exposed to greater adversity, it will be 
more concerned with own survival than with the survival of 
the relationship. Thus, A’s priorities change, and A is more 
likely to try experimentation, much of which is necessarily 
self-centered and, therefore, unilateral. It could then be 
argued that fanning unilateralism is one of the destructive 
aspects of adversity. 

Then again, Partner B’s view matters. Seeing A strug- 
gle, B may muster a degree of understanding and give A the 
benefit of the doubt (following attribution theory; Heider 
1982). In terms of SET, B sees A’s outcomes deteriorate for 
reasons that are not under A’s control; thus, B’s desire for 
equity will not be violated when A asks B to share in low- 
ered outcomes. Partner B accepts this only grudgingly 
because high outcomes remain the priority, but B cannot 
deny the reality of A’s situation. This is where selection 
enters. The same acceptance that B has for A’s unilateralism 
does not exist when the waters are calm and A is doing just 
fine. Therefore, unilateral conduct by A when it does not 
face adversity is not easily forgiven by B, which represents 
a condition of increased risk to the relationship. 

In summary, under greater adversity, a party’s unilater- 
alism is elevated because of causation, and under lesser 
adversity, the party’s unilateralism is depressed because of 
selection. Figure 4 depicts this in a stylized scenario in 
which adversity (A) causes unilateralism U > А — X, and 
survival occurs when U < A + X. We chose the margins +% 


FIGURE 4 
interplay of Selection and Causation for A’s 
Exposure to Adversity and A’s Unilateralism 





A’s Unilateralism 





A's Environmental Adversity 


——————— M — Á MÀ == па eee 
Notes: The dark dlagonal area is the Intersection that survived 
selection and has practiced levels of A's unilateralism. 


to create a nonempty intersection of the two conditions; this 
is the dark diagonal band in Figure 4. The result is a con- 
ventional positive association. 
Ну: A's unilateralism and A's exposure to adversity are posi- 
tively associated. 


Bilateralism and Total Dependence: Interplay of 
Selection and Causation 


The literature has two opposing views of the association 
between bilateralism and dependence. The first holds that 
high symmetric dependence is the most conducive and that 
asymmetric dependence is the most detrimental to bilateral 
norms (see, e.g., Heide 1994, H; and Н», p. 79; Lusch and 
Brown 1996, Н; and Hg, p. 24). However, Narayandas and 
Rangan (2004, p. 74) state that “a balanced power situation 
at the beginning of a relationship does not guarantee that a 
virtuous cycle of commitment and trust will prevail,” and 
“healthy relationships can be built and sustained regardless 
of initial power asymmetries.” Support for this second view 
can be drawn from SET. Under high symmetric depen- 
dence, unilateral control is available to both patties and, if 
used, may throw the relationship into a tailspin of negative 
reciprocations. Under asymmetric dependence, the weaker 
patty may set aside safeguarding and jump-start a cycle of 
positive reciprocations. For example, RCI’s founder (in his 
son’s words) had no reason “to expect that GE would keep 
its end of the bargain. Yet he plunged into the relationship 


with literally no safety net; he had no choice,” and he suc- 
ceeded (Narayandas and Rangan 2004, p. 66).17 

Social exchange theory has the following to say about 
the connection between dependence and bilateralism: 


1. Dependence and bilateralism are two fundamental forces of 
cohesion in relationships. If both are at low levels, survival 
chances are lowered. 18 


2. Bilateralism is a source of control for weaker parties, and 
thus they need it more (Thibaut and Kelley 1959, p. 131ff). 
It is a pervasive feature of social organizations to protect 
weaker members with norms, and the weaker members are 
those most in need of this protection. It follows that A’s 
dependence is the basis of A's need for bilateral norms.19 


From these two points, we now try to infer the associa- 
tion between dependence and bilateralism. As an aid for 
thinking through the interplay, we again use an idealized 
scenario analogous to Figure 1 for total dependence (D) and 
bilateralism (B): 

*Selection: A condition for increased failure rate is given by а 
combination of low D and low B; thus, we characterize sur- 
vival in a stylized way as B + D 2 1. 

*Causation: The parties’ need for bilateralism is caused by 
their dependence. We translate this statement in stylized form 
to the requirement that В > D, meaning that a relationship 
will seek a level of bilateralism in excess of its level of total 
dependence. 


The two conditions appear in Figure 5. The upper-right 
triangle represents the relationships В + D > 1 that survived 
quasi-Darwinian selection (“survived”). The upper-left tri- 
angle represents the combinations B 2 D that satisfy the 
need for bilateralism ("sought"). If we assume that estab- 
lished relationships not only survive but also satisfy their 
bilateral needs, they can be found in the intersection of the 
triangles; that is, in the small triangle at the top, shaded 
dark: B 2 max(1 — D, D). If we assume uniform distribu- 
tions throughout, the broken dashed line shows the regres- 
sion of B on D in the intersection: 


(1) E[B|D] = max(1 – D/2, 1/2 + D/2). 


Thus, the interplay of selection and causation creates a 
nonlinear association between bilateralism and total depen- 





175ее also Рз in Narayandas and Rangan (2004). Social 
exchange theory contradicts TCA, which holds that under asym- 
metric dependence, there is “little or no incentive to show flexibil- 
ity, because no guarantee exists that such action will be recipro- 
cated" (Heide 1994, p. 79). 

I5Other forces of relationship cohesion exist—for example, 
contractualism and outcome correspondence (see n. 2). Our dis- 
cussion of dependence and bilateralism is ceteris paribus with 
regard to such other factors. 

I9Special instances of this general proposition are found in the 
work of Dwyer, Schurr, and Oh (1987, p. 14), who state with ref- 
erence to one contributor to dependence that "the buyer's anticipa- 
tion of high switching costs gives rise to the buyer's interest in 
maintaining a quality relationship," and Bello, Chelariu, and Zang 
(2003, p. 5), who state that "[u]nder conditions of high depen- 
dence, manufacturers are expected to make the necessary efforts ... 
by being flexible to the needs of [their] distributor" (see also 
Narayandas and Rangan 2004, Р»). 
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FIGURE 5 
Interplay of Selection and Causation for Total 
Dependence and Bllateralism 


Bilaterallsm 





Total Dependence 


Notes: The dark triangle 13 the intersection that survived selection 
and satisfied the need for bilateralism. 


dence: The descending part of the broken line is due to 
selection, and the ascending part is due to causation. This is 
meaningful because low dependence is the domain of selec- 
tion, and high dependence is the domain of causation. The 
essence of this exercise can be stated in the following 
hypothesis, which encompasses the effects of both selection 
and causation but in a manner different from Hy: 

Hs: If a population of relationships spans the range from very 
low to very high total dependence, the association 
between bilateralism and total dependence will be nonlin- 
ear Or, more specifically, convex. 


The possibility of highly bilateral relationships with low 
symmetric dependence is an unusual prediction of the 
quasi-Darwinian theory, though it is consistent with Cannon 
and Perreault’s (1999, p. 455) findings. 

If the association of the idealized scenario is interpreted 
as a function of the two dependences Од and Dg through 
D =D, + Dg and if the broken line function (Equation 1) is 
denoted by f(D), then f(D, + Dg) forms a surface that 
would render a РА x Dg product interaction significant with 
a positive coefficient. This gives the interaction between DA 
and Dg a new meaning; specifically, the lift for high sym- 
metric dependence is due to causation, and the lift for low 
symmetric dependence is due to selection. As for main 
effects, this idealized scenario has none because of its sym- 
metries, but any departure from axial symmetry about D = 
1/2 introduces main effects in ОА and Dg. For example, 
more mass on the right would produce positive main effects 
in both dependences as the right arm of the broken line 
becomes dominant. 
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The literature offers some empirical results about 
dependence and bilateralism: Bello, Chelariu, and Zang 
(2003) find a positive main effect of own dependence (DA) 
on bilateralism (Dg is not in their equation). Bello and 
Gilliland (1997, p. 28) use a component of mutual depen- 
dence (“Human investment" = manufacturers’ training and 
distributors’ learning) that also shows a significant, positive 
association with bilateralism. In our interpretation, these 
main effects point to a preponderance of high-dependence 
relationships for which need-based causation prevails. 
Heide's (1994) model describes a component of bilateral- 
ism (flexibility) as a function of DA and Dg; the fitted sur- 
face is a saddle with high bilateralism for low and high 
symmetric dependence, in agreement with the current 
theory. Lusch and Brown's (1996) equation has an adjust- 
ment for two proxies of bilateralism (long-term orientation 
and normative contracts), which, if reversed, reveals a sad- 
dle similar to Heide's (1994), again in agreement with the 
current theory. 


Bilateralism and Environmental Adversity: 
A Paradox 


According to Noordewier, John, and Nevin (1990), TCA 
makes the normative statement that bilateralism is benefi- 
cial only under conditions of uncertainty, a form of environ- 
mental adversity. Similarly, relational exchange theory 
(Macneil 1980) implies that under conditions of increased 
adversity, highly bilateral relationships enjoy an advantage. 
This advantage is supposedly due to an increased ability to 
adapt and negotiate adjustments. 

Unfortunately, this conclusion can be challenged. A 
pointer is given by Bello and Gilliland (1997), who, without 
recourse to a larger theoretical framework, make a com- 
monsense prediction about a negative association between 
one type of adversity, volatility, and one type of bilateral- 
ism, flexibility. They propose (p. 29) that volatility “dis- 
rupts the routinization necessary for shared understand- 
ings.” This link between routinization and bilateralism is 
fundamental because routinization is the basis on which 
bilateralism builds. We recall that routines may be consid- 
ered part of the “genetic material” of relationships. 

Environmental adversity is then the monkey wrench that 
renders routines and, thus, bilateralism dysfunctional 
because “organizations [are] typically much better at the 
task of self-maintenance in a constant environment than 
they are at major change” (Nelson and Winter 1982, p. 9). 
Under persistent adversity, neither routinization nor bilater- 
alism develops, and under emerging adversity, both become 
obsolete. Bilateral norms function to accommodate “nor- 
mal” variation in the external environments for which the 
relationship has a store of experience. In contrast, as 
Narayandas and Rangan (2004, p. 74) infer from their case 
studies, “Internal and external changes can derail even a 
well-set relationship.” In summary, high levels of adversity 
are incompatible with high levels of bilateralism, and the 
greater the adversity, the more bilateralism is depressed. 


Не: Selection hypotheses hold for adversity and bilateralism in 
the sense that high levels of bilateralism are unlikely to 
survive under high levels of adversity. 


Hg implies a negative association between adversity and 
bilateralism, and indeed Bello and Gilliland (1997) find a 
significant, negative association between one form of adver- 
sity, market volatility, and one form of bilateralism, 
flexibility. 


Dependence and Environmental Adversity 


Dependence is a universal glue for relationships and can 
compensate for any detriment to their survival, including 
environmental adversity. It follows that low dependence 
combined with high adversity constitutes a condition with 
increased likelihood of failure for the relationship. If Part- 
ner A is struck by adversity and not very dependent on Part- 
ner B, Partner A will be more likely to be tempted by exter- 
nal alternatives and have few obstacles to abandoning the 
relationship. It is less likely that the relationship will con- 
tinue at a low intensity, and it is more likely to become an 
“on-and-off relationship.” In other words, the partners 
approach market transaction and cease to exist as an identi- 
fiable relationship. 


Ну: Selection hypotheses hold for adversity and dependence in 
that a party’s low dependence combined with high adver- 
sity in its own markets puts the relationship at risk. 


This implies a positive association between A’s dependence 
and adversity in A’s markets. 


Discussion 


Theoretical Contributions 


The quasi-Darwinian framework is an explanatory para- 
digm that should be considered side by side with the con- 
ventional paradigms of causal explanation. Whether selec- 
tion or causation or a blend of the two provides a proper 
explanation is a question that must be decided on a case-by- 
case basis. As an explanatory paradigm, quasi-Darwinian 
carpentry is a fundamental alternative for interpreting rela- 
tionships in future studies, and its recognition may be rea- 
son for reevaluating and reinterpreting empirical findings in 
prior literature. Some of the telltale signs of quasi- 
Darwinian carpentry have been identified in this article, and 
finding them in empirical work may indicate the proper 
choice of explanatory framework. The prevalence of selec- 
tion effects in practice is an open question, but this article 
lays out theoretical reasons for expecting them in several 
contexts. 

The pairing of selection with causation has an immedi- 
ate impact on how associations between constructs Х and У 
are explained. Whereas arguing for a positive association 
with causation is of the form “more of X — more of Y" 
arguing with selection is of the form “much of X and little 
of Y — failure” or “little of X and much of Y —› failure” (all 
clauses are stochastically softened in terms of averages and 
probabilities). On its own, selection results in an association 
and in heteroskedasticity (with decreasing or increasing 
conditional variances). Failure conditions in terms of two 
constructs X and Y imply sparsity in one of the four corners 
of an Х-У plot, as in Figure 1. Even the sparsity in two 
opposite corners of a seemingly conventional association 


may need some thought about the possibility that the two 
corners might be sparse for different reasons—one due to 
causation, and the other due to selection—as in Figure 4. 
Finally, countervailing effects of causation and selection 
might result in nonlinearities and interactions, as in Figure 
5. 

Some of our selection arguments are based on theoreti- 
cal considerations of probability distributions. These are 
meant as illustration and not as realistic models. As Hannan 
and Freeman (1977, p. 961) argue, idealized mathematical 
scenarios are useful for the qualitative insight they provide, 
not their detailed realism. 

Causal explanation has two forms—direct causation, in 
which condition X motivates behavior Y, and normative 
causation, in which agents choose behavior Y under condi- 
tion X to optimize outcomes. Selection also has two 
forms—one that weeds out relationships and another that 
weeds out behaviors. Causation and selection call for base 
theories of human nature or culture from which motiva- 
tions, normative rationality, and success and failure can be 
derived, and in both cases, the theory of choice is currently 
some version of SET. 

It would be tempting to consider TCA a competitor for 
the role of base theory, but as a theory of economic transac- 
tion and organization, its focus is not as squarely on rela- 
tionships as is that of SET. In particular, the notion of 
dependence in relationships has a more natural home in 
SET than in TCA. Social exchange theory’s notion of 
dependence is holistic, whereas TCA seems to speak only 
to that part of dependence that is under a party’s control— 
namely, its transaction-specific investments. However, there 
is a component of dependence that is not under the agent’s 
control—namely, conditions that make a partner difficult to 
replace, such as unique competences, efficiencies, products, 
and services. (Whereas TCA lacks this second component 
of dependence, SET lacks the distinction between the two 
components.) 

The result of selection is adaptation, which, in the cur- 
rent context, applies to populations, not to individuals. Our 
meaning of the term is derived from the theory of evolution 
and refers to traits selected in a population by internal and 
external environmental pressures. The traditional meaning 
of the term, derived from physiology, refers to an adjust- 
ment response of an organ to its environment. This quasi- 
physiological meaning is used, for example, in Hallén, 
Johanson, and Seyed-Mohamed (1991), who examine 
mutual “adaptation” of customers and suppliers to each 
other under dependence. Despite their productive use of 
SET and reference to adaptation, the similarities to our 
work are merely superficial. Quasi-physiological adapta- 
tions in relationships can contribute to survival and, thus, to 
quasi-Darwinian adaptation, but they are neither the unique 
nor necessarily the essential ingredient of the latter. Sur- 
vival can result from successful actions and practices based 
on the right or the wrong or no reasons (i.e., “dumb luck”). 
What counts is only the result—that is, practices compatible 
with survival. We conclude by noting that TCA’s notion 
of adaptation is also of the quasi-physiological/non- 
Darwinian kind because it refers to adjustments that agents 
make in response to their environments. 
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Managerial Implications 


We want to impress on managers the perspective of poten- 
tial failure of relationships. In commonsense terms, this per- 
spective may boil down to general wisdoms, such as “don’t 
take your partner for granted” and “go the extra mile.” We 
limit our discussion to survival-affecting factors that are 
under managers’ control. 

Unilateral behaviors may be expedient when available, 
but they almost always entail costs. Thus, one-sided acts 
should always be cast bilaterally by having them generate 
an JOU for the partner, which is reassuring and maintains 
equity in the relationship. Unilateralism is most destructive 
when it is based on erroneous assumptions about a partner’s 
dependence, but such errors are rather common because the 
realistic assessment of dependence and power is often diffi- 
cult. Narayandas and Rangan (2004) illustrate the overesti- 
mation of own power. In the Peak-Ford relationship, Peak 
overplayed its hand, and in the GE-RCI relationship, when 
GE unilaterally withdrew exclusivity arrangements, it, too, 
overplayed its hand. 

Bilateral efforts must be used by weak parties to get a 
relationship off the ground. There is no choice other than 
trying to jump-start a desirable relationship with one-sided 
offerings and by surpassing the powerful partner's expecta- 
tions (against TCA's safeguarding principle). Powerful par- 
ties are often passive and need to be motivated by the 
weaker partner. A problem with bilateralism is its fragile 
nature. It holds up only to “normal” environmental adversi- 
ties, whereas anything outside the normal range may break 
what seemed to be tested practices. 

A party's dependence is under its own control to the 
degree that it derives from investments in the relationship. 
Such investments can be of an economic nature (TCA 
style), or they can consist of intangibles, such as a long- 
term record of difficult-to-replace bilateral practices (SET 
style). Such practices tend to raise the partner's dependence 
as well. 

In general, environmental adversity in own markets is 
not under a firm's control, but it may be the one condition 
under which a partner tolerates unilateralism to a degree 
because asking a partner to share in lower outcomes does 
not violate equity. 


Limitations and Further Research 


The current work is a conceptual beginning that should be 
followed up with further conceptual development, new types 
of empirical studies, and possibly more adequate modeling. 


*Multivariate extensions: We did not go further than describ- 
ing quasi-Darwinian carpentry patterns for two constructs at 
a time. Such patterns should obviously be examined for three 
and more constructs simultaneously. We have not developed 
hypotheses about the relative strengths of bivariate carpentry 
effects as they combine to multivariate effects. 

*Observation of failure: As we stated previously, future 
empirical studies should include failed relationships (Barnett 
and Burgelman 1996, p. 6ff). In cross-sectional studies, infor- 
mation could be extracted from boundary personnel about 
prior failed relationships. More complete answers about fail- 
ure could be found with process and developmental studies 
(Dwyer, Schurr, and Oh 1987; Jap and Ganesan 2000; Ring 
and Van de Ven 1994), ideally executed with longitudinal 
methodology. Although longitudinal case studies (e.g., 
Narayandas and Rangan 2004) are feasible, tracking larger 
samples over time poses difficulties. 

*Modeling of survival: If failure is observed along with sur- 
vival, logistic regression could be used to estimate condi- 
tional survival probabilities. These would be a direct expres- 
sion of the risk to a relationship given the conducts, 
dependences, and adversities. 

*Analysis of research results: Greater awareness of selection 
effects might affect the way phenomena, such as end piling 
and heteroskedasticities, are viewed. For example, end piling 
may not always be a measurement problem but rather a selec- 
tion effect of substantive interest. Similarly, heteroskedastic- 
ity may be worth reporting with a view toward selection 
effects. 


We did not address the roles of performance and 
satisfaction. It would be natural to integrate dissatisfaction 
in the quasi-Darwinian framework as a risk factor for 
relationships. 

Future efforts should examine the link between quasi- 
Darwinian adaptation (population fitness) and quasi-physio- 
logical adaptation (individual learning). Such a link would 
clarify the normative possibility that managers' insight into 
quasi-Darwinian mechanisms could become part of 
*knowledge stores" (Johnson, Sohi, and Grewal 2004; Win- 
ter 2000) that would enable parties to shelter their relation- 
ships on islands of relative safety while destructive currents 
wash away everything around them. 

The quasi-Darwinian approach might generalize to phe- 
nomena other than marketing relationships. Examples are 
sales forces (McNeilly and Russ 1992), marketing cam- 
paigns, marketing organizations, and, in general, any activi- 
ties and entities that can fail and thus be systematically 
selected by environmental pressures. 


———————————————— 
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Thorsten Hennig-Thurau, Victor Henning, Henrik Sattler, Felix Eggers, & 
Mark B. Houston 


The Last Picture Show? Timing and 
Order of Movie Distribution Channels 


Movies and other media goods are traditionally distributed across distinct sequential channels (e.g., theaters, home 
video, video on demand). The optimality of the currently employed timing and order of channel openings has 
become a matter of contentious debate among both Industry experts and marketing scholars. In this article, the 
authors present a model of revenue generation across four sequential distribution channels, combining choice- 
based conjoint data with other information. Drawing on stratified random samples for three major markets—namely, 
the United States, Japan, and Germany—and a total of 1770 consumers, the emplrical results suggest that the 
studios that produce motion pictures can increase thelr revenues by up to 16.2% through sequential distribution 
chain timing and order changes when applying a common distribution model for all movies in a country and that 
revenue-optimizing structures differ strongly among countries. Under the conditions of the study, the authors find 
that the simultaneous release of movies in theaters and on rental home video generates maximum revenues for 
movie studios In the United States but has devastating effects on other players, such as theater chains. The authors 
discuss different scenarios and their Implications for movie studios and other industry players, and barriers for the 


implementation of the revenue-maximizing distribution models are critically reflected. 


"Ten years from now, we'll release a film, and you'll be 
able to consume it however you want." 

—Yair Landau, Vice Chairman of Sony Pictures 

(Smith 2005, p. 52) 


equential distribution describes a marketing strategy 

that is designed to maximize producer income by 
making a product available to consumers in different 
markets in succession (Hennig-Thurau, Houston, and Walsh 
2006; Vogel 2004). Sequential distribution is used mainly to 
market entertainment products, including electronic games 
and books (Lehmann and Weinberg 2000). A primary chal- 
lenge facing practitioners and marketing scholars regarding 
sequential distribution strategy is when and in which order 
to enter sequential channels to maximize producer revenue. 
This article addresses this challenge empirically by 
studying the motion picture industry, which relies heavily 
on sequential distribution (Eliashberg, Elberse, and Leen- 
ders 2006; Lehmann and Weinberg 2000). Traditional dis- 
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tribution for a film begins with a theater premiere, followed 
by a release to retail markets (rental or sale of DVDs), dis- 
play on premium satellite or cable channels, and, eventu- 
ally, television. Because revenues generated by nontheatri- 
cal markets exceed theatrical box office grosses (e.g., U.S. 
box office of $9 billion in 2005 compared with revenues of 
$24.9 billion through DVD/VHS sales and rentals; Enter- 
tainment Merchants Association 2006; Motion Picture 
Association of America [MPAA] 2006) and because new 
channels, such as video on demand (VOD), have entered the 
market, this traditional sequencing of channels has come 
under siege by film studios (Stanley 2005), which are artic- 
ulating interest in opening nontheatrical channels earlier 
and are even changing the established order of channels. 
For example, Warner Bros. Entertainment chairman Barry 
Meyer publicly envisions major movies debuting “on DVD 
simultaneously with their theatrical release,” proposing that 
future premieres “will be in Wal-Mart” (Bond 2005) and 
that theater revenues will be mere “added value" As a 
result, the window between the theatrical and home video 
release of a motion picture is shrinking (Saccone 2005), and 
consumers are able to (pre)order the DVD of a movie even 
before it has opened theatrically in some major export mar- 
kets. Such fundamental shifts in sequencing strategies 
would almost certainly affect players, such as theater own- 
ers (Eliashberg, Elberse, and Leenders 2006; Vogel 2004). 
John Fithian, president of the National Association of 
Theater Owners, considers timing and order changes "the 
biggest threat to the viability of the cinema industry today" 
(Canadian Broadcasting Corporation 2006, p. 1). With the 
growth of alternative ways to watch films, will movie thea- 
ters soon see their “last picture show?" 

The potential impact of timing and order changes on 
movie studio revenues and profits is unclear. The current 
industry discussion is clearly dominated by speculation 
based on proprietary consultancy reports for which the 
underlying data, assumptions, and analyses are not open for 
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verification. For example, a JPMorgan report suggests that a 
simultaneous release of a film in theaters and on DVD 
would lead to an overall 36% increase in studio revenues 
(Snyder 2005). In terms of scholarly research, a limited 
number of researchers have studied the effect of changes in 
sequential distribution timing on studios (e.g., Lehmann and 
Weinberg 2000), but extant studies present either theoretical 
models of specific aspects of the sequential distribution 
process (Prasad, Bronnenberg, and Mahajan 2004) or 
empirical models that are based on aggregated prior market 
data (Frank 1994; Lehmann and Weinberg 2000). No 
research has yet modeled the multistage sequential chains 
that reflect normal marketplace conditions (i.e., involving 
three or more channels and two or more release windows 
that must be optimized simultaneously), and none has mod- 
eled the potential effects of order changes on studio reve- 
nues. Furthermore, previous research has not examined 
regional differences, despite the influence of cultural 
variables on the consumption of entertainment products 
(Hennig-Thurau, Walsh, and Bode 2004) and the impor- 
tance of export markets for U.S. entertainment industries 
(about half of motion picture revenues come from non-U.S. 
markets; Omsyc 2002). 

The goal of this article is to identify sequential distribu- 
tion configurations that maximize movie studio revenues. 
The approach we employ here extends the extant literature 
in three ways. We (1) consider multiple channels that con- 
sumers face in reality; (2) use individual-level discrete 
choice consumer data that enable us to model potential mar- 
ket configurations, such as simultaneous releases in theaters 
and other channels (e.g. home video) whose economic 
appeal cannot be assessed by prior market data; and (3) 
account for country differences. Drawing from the extant 
literature on sequential distribution, we develop an integra- 
tive framework of sequential distribution's impact on studio 
revenues and use this framework to present a sequential dis- 
tribution net present value (NPV) model. Combining a 
discrete-choice conjoint design with self-reported customer 
data, we apply our model to three leading motion-picture 
markets—the United States, Japan, and Germany—by 
drawing on random samples for each of these markets and 
1770 consumers to allow for market-specific effects. We 
use the model to test systematically the effects of changes 
in the timing and order of the windows of the sequential 
distribution chain on consumer choices and, subsequently, 
movie studio revenues in the different countries. We isolate 
configurations of the sequential distribution chain that, 
under the given assumptions, provide optimal payoffs to the 
movie studio and differentiate our findings for different 
movie genres. We discuss these results and highlight poten- 
tial obstacles that studios might face when changing the 
existing distribution structure. 


Sequential Distribution of Motlon 
Pictures: Literature and Conceptual 
Framework 


Overvlew of Channel Timing and Order Research 


Extant literature on sequential distribution that examines 
the optimal timing and order of channels is rare. The few 
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existing studies on this topic have identified several sequen- 
tial distribution chain characteristics, which we use as cen- 
tral elements of our conceptual model of sequential distrib- 
ution (Frank 1994; Lehmann and Weinberg 2000; Luan 
2005; Prasad, Bronnenberg, and Mahajan 2004). Although 
most authors recommend the current theater-to-home-video 
window to be shortened, no study accounts for today's mul- 
tichannel nature of movie distribution in modeling the effect 
of window length changes. 

Moreover, no academic research has yet addressed the 
potential impact of order changes in the sequential chain on 
studio revenues. Most studies of sequential distribution treat 
the order of motion picture channels as fixed, and some 
argue that to open a movie in any channel other than thea- 
ters is "suicidal" (Frank 1994, p. 125). Essentially, two 
arguments are used in the extant literature to support the 
current sequence of motion picture channels. First, it is 
argued that products should be distributed first through 
channels that generate the "highest revenues over the least 
amount of time" and then cascaded down to markets that 
return less revenue per unit time (Eliashberg, Elberse, and 
Leenders 2006, p. 27). Second, the power to attract public 
"buzz" is viewed as exclusive to the theatrical channel 
(Lippman 2000). However, these arguments are being chal- 
lenged by current market conditions. Beyond the overall 
higher revenues earned by films in ancillary markets, studio 
channel margins now are higher for DVD sales than for 
theater “sales” (Blume 2004; Cohen 2003; Vogel 2004). In 
addition, because other cultural products, such as music and 
books, are well known for their ability to stimulate media 
buzz for openings in retail stores, “[iJt isn't that radical a 
proposition that movies could follow that same path" (Gen- 
tile 2005). Consistent with these arguments, Eliashberg, 
Elberse, and Leenders (2006, p. 27) conjecture "that new 
movies on [pay-per-view] or VOD prior to the theatrical 
release could be sold to millions of viewers." Overall, these 
contrasting views suggest that an empirical examination of 
sequential channel order changes is merited. 


A Conceptual Framework for Studio Revenue 
Optimization 


Drawing on extant research on sequential distribution, we 
present a conceptual framework for sequential distribution 
optimization. As Figure 1 illustrates, the framework postu- 
lates that maximum studio revenues depend on three opti- 
mization variables: the timing of distribution channels, the 
order in which these channels open, and the price for which 
the product is made available in each channel. Furthermore, 
it proposes that these optimization variables are influenced 
by several microlevel and macrolevel factors. 


Microlevel factors. We argue that the revenue- 
maximizing channel configuration essentially depends on 
six microlevel characteristics of sequential distribution 
chains. These factors include four that are suggested by the 
extant literature—interchannel cannibalization, perishabil- 
ity, customer expectations, and success-breeds-success 
(SBS) effects—and two specific financial factors—the 
industry-specific discount rate and the channel-specific 
revenue allocation. 


FIGURE 1 
A Conceptual Framework of Sequential Distribution Revenue Maximization 
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With regard to interchannel cannibalization, we assume 
that the release of a movie in a second channel has the 
potential to cannibalize revenues from an existing channel 
because of consumers' willingness to switch between chan- 
nels. Interchannel cannibalization was first discussed by 
Frank (1994), who models the interrelationships between 
theater visits and home video rental revenues and finds that 
cannibalization occurs if a film is released on video “too 
early." Lehmann and Weinberg (2000) also consider chan- 
nel cannibalization between theater and video releases and 
suggest that the size of each market should determine the 
delay period. In addition, cannibalization is reflected by 
industry thinking that "[a] good movie is a good movie, 
regardless of where it's shown" (Bregman, qtd. in Arnold 
2005). As Prasad, Bronnenberg, and Mahajan (2004) argue, 
cannibalization effects can be either complete or partial, 
depending on consumers' perceptions of substitutability 
between movie channels. 

Regarding perishability, we draw on the work of Frank 
(1994), Lehmann and Weinberg (2000), and Prasad, Bron- 
nenberg, and Mahajan (2004), who propose a “wear-out” 


effect, which exists if a film is “too old" when it is released 
in secondary channels. Adapting their argument, we assume 
that the revenues generated by movies in subsequent chan- 
nels should be affected by the time elapsed since the movie 
was first available, with demand declining over time. This 
assumption is shared by industry executives, such as Bob 
Chapek, president of Buena Vista Home Entertainment, 
who compared a movie “to a melting ice cube. The longer it 
sits, the smaller it becomes" (Dutka 2005). 

Regarding customer expectations, Prasad, Bronnenberg, 
and Mahajan (2004) argue that as studios shorten the time 
between a film's theatrical run and its rental availability, 
consumers will strategically defer their consumption of the 
movie in the first channel because they expect the movie to 
be available soon in another channel that they prefer for cer- 
tain reasons (e.g., lower price, multiple viewings). Building 
on this, we assume that consumers have expectations 
regarding the release of a motion picture in subsequent 
channels and that these expectations will influence channel 
choice, such as passing up a theater visit in lieu of a later 
rental or purchase (Prasad, Bronnenberg, and Mahajan 
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2004). These expectations can be based on experience or on 
information from retailers and media (e.g., movie-related 
Web sites). For example, Star Wars: Episode Ш was the 
best-selling DVD on Amazon.com in Germany the week 
before the movie was released to German theaters; cus- 
tomers received e-mails from the online retailer inviting 
them to preorder the DVD for the new movie. 

Regarding SBS effects, Prasad, Bronnenberg, and 

Mahajan (2004) demonstrate the existence of complemen- 
tary effects between channels by linking the success of a 
movie in theaters to video revenues. We distinguish 
between multiple-purchase SBS and information-cascading 
SBS. In multiple-purchase SBS, an individual consumer 
pays to see a movie more than once, with the first viewing 
causing a desire for subsequent viewings (Luan 2005). Mul- 
tiple purchasing will affect subsequent channel revenues 
until the movie can be purchased by the consumer (i.e., 
when the consumer can then view the film repeatedly with- 
out additional cost). In contrast, information-cascading SBS 
refers to the impact of a movie’s success in one channel on 
other consumers’ behavior in subsequent channels. 
Information-cascading SBS can be based on either personal 
experiences that are shared (i.e., word of mouth [Liu 2006] 
or informed cascades [DeVany and Walls 2002]) or box 
office results that are made public (i.e., uninformed cas- 
cades [DeVany and Lee 20011). Although information- 
cascading SBS effects have so far been stirred by movies' 
theatrical releases, we argue that they could be similarly 
created in other channels, such as DVD sales or VOD, if 
movies were released there first. Empirical evidence for 
SBS in a movie context has been reported by Elberse and 
Eliashberg (2003) and Hennig-Thurau, Houston, and Walsh 
(2006). 
Finally, distribution chain decisions are also influenced 
by specific financial factors. The industry-specific discount 
rate must be considered because future revenues need to be 
discounted because of risk and opportunity costs, which 
reduce the attractiveness of delayed channel openings. 
When the movie Bubble was the first to receive a simultane- 
ous release in theaters, on DVD, and on pay-per-view in 
January 2006, its producer highlighted "the accelerated 
timetable for getting our money back" as an anticipated 
benefit (Bowles, qtd. in Box Office Mojo 2006). In addition, 
the revenue share the studio received in each channel con- 
stitutes a key criterion for the optimal sequential channel 
structure because revenues are divided among different 
players (e.g., theater chains, studios) in each channel, and 
the percentage that accrues to the studio differs across 
channels. 


Macrolevel factors. The microlevel characteristics and 
the revenue-maximizing channel structure that can be 
derived from them are influenced by the macrolevel factors 
of channel preference and country. Specifically, microlevel 
characteristics are influenced by consumers' preferences 
toward distribution channels, such as movie theaters, DVD 
purchases, DVD rentals, and online downloading (Vogel 
2004), all of which must be considered simultaneously. 
Channel preferences differ; whereas some consumers prefer 
going to the movies ("I love the mythos of the darkened 
theater’; customer statement in Puig 2005), others argue 
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that "there's no place like home" (Clark 2005). This chan- 
nel preference determines, among other things, the extent of 
interchannel cannibalization and perishability because 
strong preferences for a certain channel limit the degree of 
cannibalization among channels and reduce the impact of 
perishability on channel revenues. Another macrolevel fac- 
tor we consider is country characteristics. A wealth of 
research suggests that consumers across countries differ in 
their decision-making processes. In a film context, cultural 
factors (e.g., Hennig-Thurau, Walsh, and Bode 2004) and 
informational factors (e.g., Elberse and Eliashberg 2003) 
might explain these differences. Such country characteris- 
tics affect consumers’ expectations about the opening of 
secondary channels, as well as the extent of multiple pur- 
chasing and the role of word of mouth and charts for movie 
consumption. They might also affect the financial parame- 
ters of our framework. 


An NPV Model of Movie Studios' 
Sequential Distribution Revenues 


General Considerations 


Using the sequential distribution framework described pre- 
viously, we now develop an NPV model of movie studio 
revenues. In contrast to studies that focus on overall indus- 
try revenues and other shared outcomes (Frank 1994; Luan 
2005), we view the revenues that each channel returns to 
the movie studio as decisive for determining the optimal 
sequential channel structure. This consideration is based on 
the notion that an individual firm's channel decisions are 
not made to maximize overall industry revenues but rather 
to generate maximum revenues for that individual player. 
In our model, we argue that the revenues a movie gener- 
ates are the result of consumers' choices among different 
channels when the movie becomes available. To cover the 
multichannel nature of motion picture distribution ade- 
quately, we include four channels among which the con- 
sumer can choose: movie theater consumption, DVD pur- 
chases, DVD rentals, and download-to-rent VOD.! In 
addition to consumer expectations regarding release dates 
that are modeled as known, the model accounts for the 
effects of interchannel cannibalization and perishability on 
consumer decision making because consumers can choose 
consciously among different channels, and it accounts for 
the respective opening dates in each channel in relation to 
the consumers' willingness to accept a consumption delay. 
By modeling channel preference at the individual consumer 
level as part of the customer's choice decision, the model 
also considers varying degrees of interchannel substitution. 
Moreover, the model accounts for interchannel effects; 
channel revenues are influenced by multiple-purchase SBS 
and both informed-cascading SBS (e.g., through word of 


1We construe VOD as an umbrella concept that summarizes dif- 
ferent media services under a common label. In this study, we 
focus on download-to-rent VOD, the dominant model when the 
empirical study was conducted, which allows consumers to watch 
a movie that has been downloaded from the Internet for a limited 
time (usually 24 hours). To increase readability, we use the terms 
VOD and download-to-rent VOD interchangeably. 


mouth) and uninformed-cascading SBS (e.g., through box 
office data). 

Because channel revenues do not flow back instantly 
after the channel’s opening, we model the weekly percent- 
age of the channel-specific revenue return as a function f(w) 
of the number of weeks w after opening. To estimate f(w), 
we used weekly revenue data for the studio movies released 
in 2005 provided by IMDbPro (for theaters), Video Business 
magazine (DVD rental), Nielsen VideoScan (DVD sales), 
and an anonymous Hollywood studio (VOD).2 We fit differ- 
ent regression models to mirror these data, assuming that 
the weekly percentage of revenue return becomes zero after 
78 weeks (1.е., 1.5 years), which was implied by the actual 
revenue distribution patterns. For theatrical revenues and 
DVD rental returns, log-linear functions fit best with the 
industry data, whereas for DVD sales, a multiplicative func- 
tion had the best fit, and for VOD returns, a quadratic func- 
tion had the best fit. In all cases, the fit was excellent, with 
R-squares ranging from .96 to .99. The functions appear in 
Figure 2. 





2For DVD sales, theaters, and DVD rental, we were provided 
with aggregate-level information on the weekly revenue patterns 
of all 2005 studio releases. Because industrywide information was 
not available for the VOD channel, we relied on aggregate-level 


Formal Model Description 
We formally describe the model as follows: 
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information on the VOD performance for one studio’s 2005 
movies. The VOD revenue data were monthly, and thus we inter- 
polated them to weekly revenues. To predict the percentage of 
revenue return from the dollar revenues, we modeled and fore- 


FIGURE 2 
Revenue Distribution Over Time per Channel 
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where NPV is the studio’s net present value of a movie and 
R represents the revenues of a movie generated through a 
specific channel, which are discounted with f(w) for the 
respective channel’s rate of flow (see Figure 2). We use a 
weekly discount rate of .183%, which equals an annual 
industry-specific discount rate of r = 10%.3 The monthly 
equivalent to г was represented by гм, which is used to dis- 
count channel revenues to the opening of the first channel; t 
is the time difference in months between the opening of the 
first channel and the opening of the channel under consider- 
ation (i.e., window length); and В is the percentage of reve- 
nues allocated to the studio for each channel. 

Revenues are generated through consumers’ choices 
among the different channels, with choices x being a func- 
tion of the channel attributes x = Кр, t, m, л), where p is the 
price consumers pay to see a movie; m is the medium (or 
channel); and x is a vector that reflects other factors, such 
as the language in which the movie is shown and the pres- 
ence of bonus material. We model a consumer's individual 
choice given a set of channel alternatives with the multi- 
nomial logit model, as follows: 
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where x(i|J) is a consumer's choice share for channel i in a 
specific scenario with J movie consumption alternatives 
(including an option not to see the movie in one of the given 
channel alternatives; 1.е., to wait for the movie to be made 
available on television for free) and Ө is a parameter vector 
that reflects the consumer’s preference structure for the 
channel attributes. 

Individual-level choice shares are complemented with 
individual-level SBS information. It is important to model 
multiple-purchase SBS and information-cascading SBS on 
an individual level because consumers might not be equally 
likely to react to these effects. Accordingly, we get comple- 
mented individual-level choice quantities x’, as follows: 
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+ Ópvp.s X Xgc: 
(5) хрурв = Xpypa X (L+ ҮЎОМрурв + pvp R) 


+ брур-в X Xpc and 


casted the revenues of the respective channel for up to 78 weeks 
and related each predicted weekly revenue to the total amount of 
revenues to obtain the required percentage for these channels. In 
the case of DVD sales, we were provided with weekly 
percentages. 

3A]though information on suitable discount rates for the valua- 
tion of movie studios is scarce, available sources cite annual dis- 
count rates of 9.0% for Sony Pictures (Sony 1997), 9.1% for Dis- 
ney, 11.096 for MGM, and 11.896 for Pixar (Chalmers 2002). 
Thus, a discount rate of 1096 seemed reasonable. 
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r (жч 
(6) хуор = хуор X (1+ YM yop +7Суор) 
+ буор X Xi. 


where x is the choice share for the channel indicated by the 
subscript according to the multinomial logit model; y repre- 
sents channel-specific information-cascading SBS effects, 
where УМОМ is the parameter for informed cascades (e.g., 
the percentage of movies seen in the respective channel 
exclusively due to word of mouth generated by previous 
channels) and y€ is the parameter for uninformed cascades 
(e.g., the percentage of movies seen in the respective chan- 
nel exclusively due to chart information from previous 
channels); бтн, брур-в, буор» and Ópyp.g are multiple- 
purcbase parameters for theaters, DVD rental, VOD, and 
DVD sales, respectively; and хрс represents the proportion 
of choice to see the movie in the channels that open first 
(equal to 0 if the movie is first made available through the 
channel under consideration). 

Both information-cascading SBS parameters, "OM and 
ҮС, become zero if the movie is first made available through 
the channel under consideration. With regard to the 
multiple-purchase parameters, Spy, ӧрур-в, and yop are 
zero if the movie is first made available through the respec- 
tive channel or opens exclusively through DVD sales. In 
addition, we model the consumer's desire to rewatch the 
movie in a theater, on a rental DVD, or tbrough VOD to be 
zero immediately after he or she consumes it for the first 
time in a different channel and then to rise gradually over 
time, following an exponential saturation function. Specifi- 
cally, we set б = a x [1 – exp(—5 x t)], where a is the 
channel-specific repeat consumption probability of the indi- 
vidual consumer—that is, the percentage of movies 
watched in the channel indicated by the subscript 5 that 
were previously seen in other channels (хрс). In addition, 
Spvp-s is zero if the movie is first made available through 
this specific channel (i.e., DVD sales). However, because 
the consumer's desire to own a movie is formed immedi- 
ately after viewing it in a different channel and remains 
constant thereafter in our model until fulfilled, the multiple- 
purchase parameter for the DVD sales channel is time 
invariant at dpvp-s = apvp-s- 

We calculate the overall channel-specific revenues by 
taking the arithmetic mean of each channel’s complemented 
choice quantity across all consumers (X’) and multiplying it 
by the respective channel price. For example, theater reve- 
nues can be calculated by Втн = ртн X Х'тн. This informa- 
tion enables us to calculate the weekly return and the NPV 
of studio revenues. Appendix A contains an illustrative 
application of the model. 


Model Assumptions 


It is important to note that the model we described is based 
on several assumptions. In line with our studio perspective, 
we focus on studio-produced motion pictures and the condi- 
tions under which such movies are distributed. Specifically, 
we assume that motion pictures are released widely in 
theaters (the dominant distribution model) and do not dis- 
tinguish between producers and distributors of motion pic- 
tures with regard to revenue maximization, because most 


movies produced by a major Hollywood studio are distrib- 
uted by sister companies over which the studio has com- 
plete control (e.g., Warner Bros. Pictures, Warner Bros. Pic- 
tures Domestic Distribution, and Warner Home Video are 
all subsidiaries of Time Warner Inc.). We also assume that 
consumers who want to see a movie in a channel that is 
already open are able to do so; that is, there are no shortages 
of screens at the theater or of DVD copies in rental stores 
and at retailers to limit consumption, and all movies are 
available through any channel. This is in line with the mar- 
ket efficiency hypothesis, which matches the reality of 
movie distribution well for wide studio releases (Hennig- 
Thurau, Houston, and Walsh 2006). Moreover, we assume 
that studio advertising is effective, with consumers being 
aware of new studio releases and making their channel 
choices deliberately, and that its effectiveness is the same 
for all channels. Consistent with the early announcement 
policy of new movies by studios and retailers, we assume 
that consumers have homogeneous expectations (i.e., 
knowledge) about the timing of new studio movies’ releases 
in different channels, with these expectations matching the 
actual release dates. Furthermore, we assume that cus- 
tomers watch a movie in theaters only once, which corre- 
sponds with norms reported in industry information (Hindes 
1998). We also assume that SBS is not exclusive to theatri- 
cal releases but exists for any channel in which a new movie 
is made available for the first time, and we assume that the 
allocation of revenues between studios and other players is 
constant over the course of a movie’s release (i.e., the stu- 
dio’s share is identical in Week 1 and the weeks that fol- 
low). Moreover, because our focus is on customer prefer- 
ences, we do not consider potential market barriers caused 
by other players, such as movie theaters, that might hinder 
studios’ implementation of certain distribution models (but 
we discuss their impact subsequently). Finally, we exclude 
piracy from our model because the effect of such illegal 
consumption options on traditional distribution channels of 
motion pictures remains an unanswered question. 


Research Design 


To account for the existence of country factors and because 
of the enormous relevance of export markets for U.S. 
motion pictures (in 2005, cumulative foreign box office 
exceeded domestic theatrical revenues by 60%; MPAA 
2006), we applied our model not only to the U.S. market but 
also to those of Japan and Germany, two film markets that 
are important and culturally diverse. These three countries 
constitute 56.4% of the worldwide theatrical market 
(MPAA 2003), and Japan and Germany are the world’s 
third- and fourth-largest theatrical export markets, respec- 
tively. Furthermore, Japan is the second-largest home video 
market, with annual revenues of $5.5 billion, and Germany 
is the fifth-largest home video market, with annual revenues 
of $1.7 billion (International Video Federation 2004). 
Stratified random samples of the U.S., Japanese, and 
German populations were drawn in cooperation with a 
global marketing research company. With age and gender as 
interlocked strata, 5094 consumers (United States = 1701, 
Japan = 1802, and Germany = 1591) were randomly 


selected from the research company’s database, which mir- 
rors each country’s overall population, and they were 
invited by e-mail to fill out an Internet questionnaire and 
were offered $1 for participation. A total of 1859 consumers 
responded. For quality reasons, we eliminated respondents 
who completed the questionnaire in Jess than five minutes, 
leaving a sample of 1770 (n = 588 in the United States, for 
a response rate of 34.6%; n = 593 in Japan, for a response 
rate of 32.9%; and n = 589 in Germany, for a response rate 
of 37.0%). (Demographic characteristics of the subsamples 
are available on request.) 

The questionnaire required respondents to participate in 
several discrete-choice tasks and to answer rating-scaled 
questions. To increase the realism of the choice tasks, 
respondents were first presented with nine upcoming 
motion pictures and were asked to choose the movie they 
were most interested in seeing.4 Short descriptions of the 
nine movies’ plots, directors, and stars were provided, as 
were posters and trailers. An additional option for respon- 
dents was to wait until all nine movies were shown on tele- 
vision and could be watched free of charge; consumers who 
voted for this option were excluded from the remainder of 
the questionnaire (Gilbride and Allenby 2004). 

For the movie selected, seven choice sets embedded in a 
choice-based conjoint design were presented to the respon- 
dents (Louviere and Woodworth 1983; for conjoint work in 
channels contexts, see Wuyts et al. 2004). Each choice set 
contained four hypothetical channel options for watching 
the movie (i.e., conjoint stimuli) and a “no-consumption” 
option (Figure 3). Regarding conjoint attributes, each con- 
joint stimulus was described by four (U.S.) or five (Japan 
and Germany) attributes, and attribute levels varied system- 
atically (Table 1). Specifically, the attributes used to gener- 
ate conjoint stimuli in the U.S. questionnaire were (1) the 
channel through which the movie was consumed, (2) the 
timing of availability, (3) the price a consumer must pay to 
watch the movie, and (4) any additional content (e.g., 
deleted scenes, commentaries) made accessible to the con- 
sumer. As a result of pretesting and depth interviews with 
industry experts, we included the fourth attribute to increase 
realism. In Japan and Germany, we used identical attributes 
and levels (with price levels transformed into yen and euros, 
respectively). Because motion pictures are often presented 
in “dubbed” versions in theaters in these countries (i.e., 
movies are translated into Japanese or German), we 
included language in both cases as an additional attribute. 
We modeled attribute-level combinations, which might have 
resulted in improbable alternatives and respondent confu- 
sion, as prohibited pairs. We created stimuli and conjoint 
choice sets according to a computer-generated randomized 
design that accounted for the design principles (1) minimal 
overlap, (2) level balance, and (3) orthogonality (Huber and 
Zwerina 1996). 


4The nine studio-produced movies, which cover a wide range of 
genres, were Harry Potter and the Goblet of Fire, Jarhead, King 
Kong, Perfume: The Story of a Murderer, Pink Panther, The 
Chronicles of Narnia, The DaVinci Code, Wallace & Gromit: The 
Curse of the Were-Rabbit, and X-Men 3. None had been released at 
the time of the data collection. 
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FIGURE 3 
Example of Conjoint Task 


__———— ————————-—-—-—-——-— 


О ГУГЛ КУ ee 10056 


In which of the options below would you prefer to view the selected movie? If you are 100% sure that 
you would not choose any of these options (and only in that case!), please choose the box on the right. 


The Da Vinci Code 


Dan Brown's best selling novel, lavishly brought to the screen by Oscar-winning 
director Ron Howard (A Beautiful Mind)! Following a murder at the Pansian 


Louvre, Tom Hanks and Audrey Tautou (The Fabulous Destiny of Amahe 


Poulain ) have to solve а mistery once left behind by Leonardo Da Vind - and 


which could shake the foundations of christianity.... 


Movie theater 


3 months after 
the movie's 
release date 


$3 


Movie without 
bonus material 


DVD purchase 


6 months after 
the movie's 
release date 


$7.75 


Movie with a 
limited amount 
of bonus 
material 
(making-of 
featurette) 


DVD rental 


at the movie's 
release date 


$17.25 


Movie with 
extensive bonus 
material (e.g. 


making-of, audio 


commentaries, 
deleted scenes) 


Legal online 
download 
(available for 24 
hours) 


at the movie's 
release date 


$12.50 


Movie with a 
limited amount 
of bonus 
material 
(making-of 
featurette} 


If these are the 
only options 
available, I 
would prefer to 
wait until the 
movie is shown 
on TV 


© 


Finally, respondents were asked to provide movie 
consumption-related responses, which we used as proxies 
for the SBS parameters. To calculate the multiple consump- 
tion parameters 6, respondents were asked what percentage 
of movies they had seen in theaters and had later bought or 
rented on DVD/home video or downloaded from the Inter- 
net for a fee (for full items, see Appendix B).5 We modeled 





5Because movies have always been released in theaters first, we 
could not ask respondents for an interchannel multiple consump- 
tion effect from home entertainment channels on theaters. 
Acknowledging that this is a limitation of the present study, we 
used the consumers’ DVD rental behavior as a proxy for share 
simulations in which theaters are not the first channel, and we 
modeled consumers as being only half as likely to watch a movie 
in theaters after having watched it on DVD than vice versa, which 
can be considered a conservative assumption. With regard to 
theater-related SBS effects, we also adopted the respective DVD 
SBS parameters as a proxy for both theater-related SBS parame- 
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the exponential saturation function for the multiple con- 
sumption parameter for DVD rental and VOD to converge 
toward the multiple consumption value stated by the indi- 
vidual consumer for the respective channel. For the DVD 
sales channel, we set the multiple consumption parameter to 
be equal to the percentage of the individual consumer's 
DVDs that had been purchased after having watched a 
movie in theaters. With regard to information-cascading 
parameters УМОМ and y€, respondents were asked what per- 
centage of their DVD purchases, DVD rentals, and legal 
Internet downloads of movies they had not seen before in 
theaters was primarily triggered by information about the 
success of the movie in theaters (1.е., based on charts) or by 
personal information (i.e., based on word of mouth). Studio 


ters in such scenarios. As we report subsequently, sensitivity 
analyses show that the results are reasonably robust to variations 
in the levels of these parameters. 


TABLE 1 
Attributes and Levels Included In Conjoint Study 








Levels 
Attribute Description United States Japan Germany 
Channel The channel (or medium) Movie theater, DVD purchase, As In the U.S. design As in the U.S. 
through which the movie DVD rental, legal Internet design 
is consumed download 
Timing Time since the movie 0 months, 3 months, 6 months, As in the U.S. design As in the U.S. 
was first avallable for 12 months design 
consumers through a 
legal channel 
Fee The price a consumer $3, $7.75, $12.50, $17.25, $22 400 yen, 1,175 yen, 3 euros, 7.75 
must pay to access the 1,950 yen, 2,725 euros, 12.50 euros, 
movie of his or her yen, 3,500 yen 17.25 euros, 22 
choice euros 
Bonus The existence (or Movie only, movie with a limited As In the U.S. design As in the U.S. 
material absence) of background amount of bonus material (1.е., design 
information about a making-of feature), movie with 
motion picture extensive bonus material (i.e., 
several making-of features, 
deleted scenes, multiple audio 
commentaries) 
Language The language options Not included Choice between Choice between 
options between which the Japanese and German and 
consumer can choose English audio track, English audio 
Japanese audio track track, German 
only audio track only 


revenue shares were set according to industry information.§ 
To minimize any impact of language on the results, we used 
a translation-back translation procedure for the Japanese 
and German questionnaires. 


Results 


Estimation and Validation of Conjoint Data 


To compute the preference data variables хтн, Xpvp s, 
Хрур-к› and Xyop, we estimated individual-level partworths 
from the conjoint results through a Hierarchical Bayes rou- 
tine (Arora and Huber 2001). We used 10,000 burn-in itera- 
tions and another subsequent 10,000 iterations to generate 
parameter estimates; we saved every 10th iteration. Each 
respondent's utility was represented by the mean utility 
across these 1000 draws. 

We randomly generated five of the seven choice tasks 
and used them for partworth estimation, and we used the 
remaining two tasks for reliability and validity testing. With 
regard to test-retest reliability, we referred to the agreement 
between respondents' choices in the first and seventh choice 





Specifically, we used the following shares: 50% of theater 
revenues (the remaining 5096 go to the theater owner, Blume 
2004; Vogel 2004), 6096 of DVD sales (4096 for the DVD retailer; 
Blume 2004; Cohen 2003; Manly 2005), 4096 of DVD rental reve- 
nues (60% for the DVD rental company; Rentrak 2005), and 50% 
of VOD revenues (50% for the download company; Manly 2005; 
Sweeting 2005). 


tasks; the Jatter was a replication of the first task (Ghiselli, 
Campbell, and Zedeck 1981). With identical choices by 
73.6% for the U.S. sample (four attributes per stimuli), 
72.296 for the German sample, and 68.196 for the Japanese 
sample (both sets of five attributes), reliability is satisfac- 
tory for all three subsamples. To measure predictive 
validity, we draw on the aggregate choice shares of a hold- 
out task and test the extent to which a model based on the 
partworths estimated through the Choice Tasks 1—5 is able 
to predict correctly the observed choice behavior within 
Choice Task 6 (the holdout task) (Huber et al. 1993). To 
obtain share predictions, we transformed the partworths 
into choice shares for the respective profiles using a logit 
transformation (Equation 2). Table 2 shows that the overall 
fit is good in all three countries; predicted shares are close 
to actual shares in terms of mean absolute error, root mean 
square error, and chi-square (Moore, Gray-Lee, and Lou- 
viere 1998) and clearly outperform the chance model, 
which assumes that each profile is equally likely to be cho- 
sen. The holdout scenario was identical to the predicted 
choice in 66.096 of the U.S. sample cases and in 73.096 and 
64.496 of the Japanese and German cases, respectively. 
Comparing our results with real-world market data 
enables us to examine the external validity of our model. 
We applied our model and U.S. data to a situation that 
reflects actual market conditions observed at the time we 
conducted our analysis (U.S. benchmark model: &тн = 0, 
урж = 6, tpyp.s = 6, буор = 12, and ррур = $17.25; 
Epstein 2005). We found that the studio revenues in this 
benchmark model match actual studio revenues per channel 
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closely. Specifically, 23.7% of studio revenues are gener- 
ated by theaters in our simulated benchmark model, 
whereas the studio shares of the actual theatrical revenues 
accounted for 25.3% (or $4.5 billion) of the studios’ reve- 
nues in the United States in 2005. In addition, 19.2% of our 
benchmark model studio revenues stem from DVD rentals, 
mirrored in real-world DVD rental studio revenues of 
19.2% ($3.4 billion), and 57.1% of the benchmark model 
studio revenues are generated by DVD sales, whereas actual 
DVD sales revenues constitute 55.5% ($9.8 billion) of the 
major studios’ combined theatrical and home-viewing reve- 
nues (Entertainment Merchants Association 2006; MPAA 
2006). This ability to reproduce current revenue patterns 


suggests reasonable external validity of the model and the 
applied conjoint procedure. 


Sequential Distribution Chain Optimization: 
A Stepwise Approach 


This research is the first to consider the timing of sequential 
distribution systems as a multiple-window problem that 
requires simultaneous optimization. Because several chan- 
nel participants are involved, each of whom impose restric- 
tions on the implementation of distribution chain changes, 
we decided to use a stepwise approach when applying our 
model to the data. Specifically, we test three different 
groups of scenarios, which differ in terms of restrictedness. 


TABLE 2 
Cholce-Based Conjoint Prediction Accuracy for the Three Samples 





Actual Shares (Holdout) 


Movie theater 32.48 
32.04 
51.61 
DVD purchase 16.84 
5.73 
9.85 
DVD rental 36.05 
47.72 
22.75 
Legal online 4.59 
4.89 
7.81 
None 10.03 
9.61 
7.98 
Chance Model. Logit Model 
MAE 11.4140 3.2399 
15.9060 2.1574 
13.7440 2.0475 
RMSE 2.7572 .8972 
3.8122 .5528 
3.7455 .4922 
Chi-square 38.0104 3.5839 
72.6629 7.5524 
70.1427 2.8917 


Predicted Shares 
Chance Estimated Shares (Logit) 
20.00 25.61 
20.00 29.96 
20.00 50.75 
20.00 17.13 
20.00 5.91 
20.00 8.49 
20.00 40.70 
20.00 51.24 
20.00 25.09 
20.00 3.37 
20.00 1.58 
20.00 4.90 
20.00 13.20 
20.00 11.81 
20.00 10.76 
Average Attribute 
Importance 

Channel 36.96 

25.98 

30.70 

Timing 12.96 

13.90 

16.62 

Fee 42.44 

44.36 

41.96 

Bonus material 7.65 

7.50 

8.14 

Language options N.A. 

8.26 

2.58 


n" I ""-—"———————————————————————— Án E REPERI 
Notes: Values In the top row belong to the U.S. sample, values In the middle row to the Japanese sample, and values In the bottom row to the 
German sample. MAE = mean absolute error, and RMSE = root mean square error. N.A. = not applicable. 
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Scenario Group 1 retains the traditional order of movie 
distribution (i.e., try < tDVD-R: tpvp-s, and Мор, tpvp-R < 
tpovp-s; and tvop > tovp-R and tpvp-s), paralleling previous 
work on sequential distribution in the film industry (e.g., 
Lehmann and Weinberg 2000). We carry out this first sce- 
nario group with prices for all channels held constant, and 
we allow DVD prices to уагу.7 Scenario Group 2 then lets 
movie studios freely decide when and in which order to 
open channels and how to price DVDs, with the exception 
that movies are not allowed to open elsewhere before being 
shown in theaters (i.e., tty S Бур-в, (рур- and tyop). This 
remaining restriction is then lifted in Scenario Group 3, in 
which any possible channel order is considered regardless 
of the potential obstacles that might hinder practical 
implementation. 

Within each of the three scenario groups, we applied 
our model to all scenarios that met the respective con- 
straints and calculated the studio’s maximum NPV for each 
scenario. To avoid biases, we refrain from using interpola- 
tions between the attribute levels used in our conjoint 
design, but we use a complete enumeration approach 
instead. Given all constraints, Scenario Group 1 consists of 
four scenarios per country when DVD sales prices are fixed 
and 20 scenarios with flexible DVD sales prices. Scenario 
Group 2 contains 320 possible scenarios per country, and 
Scenario Group 3, the most flexible, contains 875 scenarios 
per country. We begin our analyses with the U.S. data and 
then replicate our approach with Japanese and German sam- 
ples. Table 3 summarizes the three best configurations in 
terms of studio NPV for each scenario group and country, 
and Figure 4 compares the NPV of each group’s top sce- 
nario with the respective benchmark model. 


Scenario Group I results (United States). With fixed 
channel sequence and fixed prices, we find that the NPV of 
the current distribution configuration is optimal and cannot 
be increased by changes in the timing of distribution win- 
dows. Even when the pricing constraint is lifted for DVD 
sales (1.е., when DVD prices are allowed to fluctuate), the 
current theater-to-DVD window of six months remains 
superior for the studio. However, the results suggest that if 
the retail DVD price is set at $22 (versus $17.25), studio 
revenues increase by 2.1% compared with the benchmark 
configuration. Because consumer expectations now incor- 
porate the higher DVD retail price, choice shares shift 
slightly away from retail DVDs toward theaters, rental 
DVDs, and VOD. 

Scenario Group 2 results (United States). Removing all 
order constraints for home entertainment channels, except 
for not opening earlier than theaters, we observe major 
changes in terms of the channel structure that maximizes 
studio revenues. Under these conditions, studio revenues 
are maximized when movies are released simultaneously in 
movie theaters, on rental DVD, and in VOD, with DVDs 





7We held prices constant because the focus of our analysis is on 
studio revenues, and all channels except DVD sales follow a 
revenue-sharing model in which the pricing decision lies with the 
respective final distributor and not with the studio (Van der Veen 
and Venugopal 2005). 


being released for sale after a three-month window for a 
price of $22. In this scenario, studio revenues increase by 
16.2% compared with the benchmark constellation. How- 
ever, these studio revenue gains impose a heavy cost on 
movie theaters, which lose 40.196 of their revenues as a 
result of cannibalization. In addition to movie studios, the 
beneficiaries of this scenario are DVD retailers whose reve- 
nues increase by 49.696. 

When we examine the next-best scenarios under this 
constraint set, common patterns exist. The four revenue- 
maximizing configurations for studios all involve a simulta- 
neous release in theaters and on rental DVD, with a DVD 
sales channel window of three months. Finally, the retail 
DVD price of $22 is common to the nine best scenarios, 
suggesting that DVDs are currently priced too low to maxi- 
mize studio revenues. This result is consistent with the 
notion that “Wal-Mart, Best Buy, and other mass marketers 
are happily using DVDs and CDs as loss leaders and slash- 
ing prices to a level where even [rental chain] Blockbuster 
acknowledges it can't compete" (Amdur 2004). 

Scenario Group 3 results (United States). Allowing 
theatrical releases to occur after other channels have been 
opened, we find that the most economically attractive sce- 
narios remain unchanged from Scenario Group 2. Conse- 
quently, the results suggest that a delayed theater release is 
not optimal for studios, because the loss of shared revenues 
due to severe losses by movie theaters is not offset by 
increases in shared revenues from gains in the other chan- 
nels. Considering the devastation such configurations would 
cause to movie theater chains without delivering additional 
revenues to the studios, channel order changes that shift 
theaters from the start of the distribution sequence do not 
appear to be a desirable strategy in the U.S. market. 


Scenario analyses for foreign markets. In the restrictive 
Scenario Group 1 (with flexible DVD prices), strategy 
implications for Japan and Germany resemble those for the 
United States. In Japan, the optimal scenario employs a six- 
month DVD window, albeit with a slightly lower DVD 
retail price, and generates 1.4% more in studio revenues 
than the benchmark configuration. In Germany, a six-month 
DVD window also generates the highest revenues. By rais- 
ing the retail DVD price to $22 in this scenario, studios can 
increase their revenues by 4.096, while retaining the estab- 
lished channel order. However, when home entertainment 
timing constraints are removed in Scenario Group 2, the 
similarities between the U.S. and Japanese market simula- 
tions end. Although the settings now allow for simultaneous 
releases, the most attractive scenarios for studios retain 
theaters as the sole first channel. At the same time, the 
results for Japan suggest that narrowing the theater-to- 
DVD-sales window would increase studio revenues. 
Specifically, the five best scenarios in this group share the 
distinct pattern of releasing a movie in theaters first, open- 
ing the DVD sales channel after three months, and delaying 
the rental DVD release by another nine months, a configu- 
ration that, according to our results, would improve studio 
revenues by up to 11.696. Contrary to the U.S. market, 
lower DVD retail prices increase studio revenues in Japan. 

In Germany, the three revenue-maximizing configura- 
tions are essentially the same as in Japan, except that DVD 
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FIGURE 4 
Revenue Changes for Top Scenario per Group (In Percentage Compared with the Benchmark Model) 
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prices are higher and the timing of the VOD channel differs. 
Here, we find that the theaters and DVD retailers would 
also profit greatly from a three-month window for DVD 
sales and a 12-month window for DVD rental and VOD; the 
most attractive scenario would promise studios a revenue 
increase of 14.2%. DVD retailer revenues and theater reve- 
nues jump by 28.396 and 14.696, respectively, while the 
rental chains’ earnings plummet by 30.9%. Notably, the 
timing of the VOD release varies across the different 
revenue-maximizing scenarios, ranging from an immediate 
opening to a 12-month delay. Although the VOD channel 
performs better with a shorter release window, it does not 
exert much influence on the studios’ revenues because of 
limited cannibalization. As with the U.S. market, lifting the 
final constraint in Scenario Group 3 does not change the 
results in Japan and Germany. The best scenarios remain 
those found in Scenario Group 2; the only exception is that 
the new second-best scenario in Japan suggests an exclusive 
VOD premiere, followed by a three-month window for 
theaters and DVD retail and a 12-month window for DVD 
rentals. 


Sensitivity Analysis 


Because respondents self-reported some of the information 
used for model estimation regarding their behavior under 
the current channel structure, we conducted a set of sensi- 
tivity analyses to determine how robust our results are with 
regard to these measures. Specifically, we systematically 
varied the individual responses for all self-reported behav- 
iors (multiple consumption SBS, word-of-mouth-based 
SBS, and charts-based SBS) for each channel by +/-20%. 
Table 4 provides the results of these analyses, showing how 
variations in the measures affect the respective group-best 
scenario’s NPV change in relation to the benchmark sce- 
nario. For example, under Scenario Group 2 conditions, a 
20% increase of the multiple consumption parameter for 
DVD purchases in Germany would result in a studio NPV 
increase of 15.2% compared with the benchmark model 
(instead of 14.2% when the multiple consumption parame- 
ter for DVD purchases is not manipulated), whereas a 
reduction of the same parameter by 20% would result in an 
increase of 13% in studio NPV. 

In general, the pattern and magnitude of the results are 
substantively robust to the parameter variations. Overall, the 
NPV growth in the group-best scenarios in which parame- 
ters are varied differs by less than 1% from NPV growth for 
the original parameters. A notable exception is the variation 
of the individual multiple consumption parameter for DVD 
purchases in U.S. Scenario Groups 2 and 3, in which a 
+/–20% variation leads to an NPV increase of 20.7% and 
10.6%, respectively, compared with an increase of 16.2% 
under nonvaried conditions. Further support for the robust- 
ness of our results comes from the finding that the group- 
best scenario remains the best in 230 of 234 variations; we 
found changes in only 4 configurations, all of which involve 
a 20% decrease of the multiple consumption DVD purchase 
parameter. Specifically, in U.S. Scenario Groups 2 and 3, 
the DVD rental window is moved back to 12 months in the 
new revenue-maximizing scenario, and in the Japanese Sce- 


nario Groups 2 and 3, the new top scenario features a 
theatrical and DVD retail opening 3 months after the VOD 
premiere, and the DVD rental is delayed to a 12-month 
window.8 


Accounting for Heterogeneity: The Impact of 
Movle Genres 


The results reported so far assume that one distribution 
model is ideal for all movies. To account for potential 
heterogeneity that would undermine this assumption, we 
examined whether genre-specific distribution models might 
generate additional revenues for studios. We tested the reve- 
nue potential of such a genre-specific approach by applying 
a two-step procedure. First, we assigned the movies in our 
sample to genres by drawing on genre classifications by 
IMDbPro. This resulted in five genres (action, comedy, 
drama, fantasy, and thriller) with two movies in each genre 
(one movie was assigned to two genres). Second, we 
repeated the optimization process used to identify general 
revenue-maximizing distribution models for each of the five 
genres, considering only the respective subsample (e.g., 
only respondents who selected fantasy movies). 

There appear to be differences in consumer preferences. 
In the United States, preferences toward rental channels are 
somewhat higher for comedies, and preferences toward 
theaters and DVD purchases are higher for action and fan- 
tasy movies, which implies moving forward rental channels 
for comedies and moving back the DVD rental channel 
behind the DVD purchase channel for action and fantasy 
movies. However, as a whole, genre effects on NPV out- 
comes are moderate, surpassing the general distribution 
model revenues by only .896 (United States), 1.696 (Japan), 
and 2.1% (Germany). Of (3 countries x 4 scenario groups x 
5 genres =) 60 constellations, we found only one in which a 
genre-specific model outperforms the general model by 
more than 596 (Scenario Group 3 in Japan for action movies 
outperformed the general model by 5.596). Given these rela- 
tively small revenues gains and considering that the imple- 
mentation of genre-specific distribution models would 
likely cause consumer confusion (e.g., when new movies 


8We conducted additional sensitivity analyses for the effects of 
potential changes in channel revenue functions and conjoint 
attribute utilities. Regarding channel revenue functions, modeling 
log-linear functions for all four channels does not change any win- 
ner scenario or NPV growth number. With regard to conjoint 
attribute utilities, we varied the different utilities on the individual 
consumer level by +/-20%, finding that the pattern and magnitude 
of the results are substantively robust to the variations. Specifi- 
cally, the maximal reduction of NPV growth of any group-best 
scenario is only 1.8% compared with the respective benchmark 
scenario, and in 64 of the 72 varied conditions, the effect on NPV 
growth is less than 1%. The group-best scenarios remain the same 
as in the nonvaried condition in 62 of 72 variations. In addition to 
reflecting the high reliability and internal/external validity of the 
conjoint results already demonstrated through established conjoint 
validation methods, these further analyses show that within a rea- 
sonable range, potential changes in the consumers’ perceived 
importance of channel characteristics (1.е., channel, timing, and 
price) should have only a limited effect on optimal distribution 
structures. 
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Parameter Varied by +/-20% 


TABLE 4 
Results from Sensitivity Analyses 


United States 


Scenarlo Group 1 (with all prices fixed) m | 


Multiple consumption DVD purchase 
Multiple consumption DVD rental 
Multiple consumption VOD 
Word-of-mouth-based DVD purchase 
Word-of-mouth-based DVD rental 
Word-of-mouth-based VOD 
Charts-based DVD purchase 
Charts-based DVD rental 
Charts-based VOD 


Scenario Group 1 (with flexible DVD purchase prices) 


Multiple consumption DVD purchase 
Multiple consumption DVD rental 
Multiple consumption VOD 
Word-of-mouth-based DVD purchase 
Word-of-mouth-based DVD rental 
Word-of-mouth-based VOD 
Charts-based DVD purchase 
Charts-based DVD rental 
Charts-based VOD 


Scenario Group 2 


Multiple consumption DVD purchase 
Multiple consumption DVD rental 
Multiple consumption VOD 
Word-of-mouth-based DVD purchase 
Word-of-mouth-based DVD rental 
Word-of-mouth-based VOD 
Charts-based DVD purchase 
Charts-based DVD rental 
Charts-based VOD 


Scenario Group 3 


Multiple consumption DVD purchase 
Multiple consumption DVD rental 
Multiple consumption VOD 

Multiple consumption theater 
Word-of-mouth-based DVD purchase 
Word-of-mouth-based DVD rental 
Word-of-mouth-based VOD 
Word-of-mouth-based theater 
Charts-based DVD purchase 
Charts-based DVD rental 
Charts-based VOD 

Charts-based theater 


а пдег these conditions, the former group-best scenario became the second-best channel configuration by a small margin. 
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combine elements of two or more genres that have different 
distribution patterns; e.g., Evan Almighty, the $250 million 
sequel to Bruce Almighty, is described by its studio as “a 
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spectacle fantasy and also a comedy”; Mufioz 2006), we 
focus on the general distribution approach when we discuss 
potential implications for the movie industry. 


Discussion and Implications 


This study uses a multi-indicator approach that features 
hierarchical Bayes choice-based conjoint information for 
the intertemporal prediction of market shares. We apply an 
NPV model of movie studio revenues across complex and 
multiwindow sequential distribution chains and find that by 
adjusting the configuration of distribution channels and the 
price of DVDs, motion picture studios could, all else being 
equal, boost their revenues by 16.2% (or $3.5 billion) in the 
United States alone. Moreover, we demonstrate that con- 
sumers’ channel preferences and movie consumption deci- 
sions differ among three major markets (the United States, 
Japan, and Germany), thus offering insights into how stu- 
dios might fine-tune distribution strategy by country. 


Implications for Research and the Motion Picture 
Industry 


Our results suggest that the movie industry’s current distrib- 
ution model is not optimal in terms of revenue generation. 
Our key implication is that studio revenues can be increased 
by changing both the timing and the order of distribution 
windows. The channel configuration that performs best in 
the United States includes making a film simultaneously 
available in theaters, as a DVD rental, and through VOD, 
followed three months later in the DVD sale channel at a 
price of $22. According to our findings, if this configuration 
were to be used to distribute motion pictures in the United 
States, studios would receive only 12.2% of their total reve- 
nues from theaters (versus 25.3% in 2005) and only 14.1% 
from DVD rentals (versus 19.2% in 2005), but contributions 
from DVD sales would soar to 73.6% (from 55.5% in 
2004). 

Our results suggest that recent industry speculation 
about simultaneous channel releases, called a “death threat” 
by theater owners (Stanley 2005), would indeed be devas- 
tating for movie theaters. However, such a change might be 
financially attractive to movie studios and DVD retailers if 
executed in the U.S. market, though externalities must be 
considered if the theater channel were to be irreparably 
damaged; we discuss this in more detail subsequently. This 
type of simultaneous-release approach is not equally 
promising for studios in the major export markets of Ger- 
many and Japan, in which the interchannel cannibalization 
of theater revenues would not be offset by DVD sales 
growth to the same extent as in the United States. In these 
markets, our results indicate that the optimal U.S. configu- 
ration would lead to a studio revenue gain over the bench- 
mark of only 1.8% in Germany and even a revenue loss of 
5.8% in Japan. 

The results also imply that an exclusive “Wal-Mart pre- 
miere” is not the most promising option for studios. In none 
of the three countries examined in our study do the empiri- 
cal results suggest that theaters should be shifted away from 
the start of the distribution chain. An examination of the 
channel market shares and revenues suggests that an exclu- 
sive movie opening in DVD retail stores would not take full 
advantage of multiple-purchasing behavior, because many 
of the consumers who would buy the DVD in such a retail- 
premiere scenario would also have bought it after having 


first consumed the movie in theaters (or other rental 
channels). 

The results also suggest that the timing of the VOD 
channel has little influence on studio revenues. There 
appears to be a distinct consumer segment for VOD, but the 
size of the market is not strongly affected by moving the 
VOD release forward. For example, whereas the market 
share for VOD is 4.4% in the benchmark scenario, it grows 
only to 5.3% when a movie is initially released on VOD 
alongside theaters and DVD rentals in the studio revenue- 
maximizing U.S. scenario. Note that this is the case even 
though our model assumes that all movies are available 
through all four channels (which is not the case in reality 
for VOD), which signals a somewhat limited growth poten- 
tial for the channel. Still, Apple Chief Executive Officer 
Steve Jobs's vision of offering movies through online 
downloads at the same time they hit retail shelves has been 
likened to “walking into a lion’s den" (CinemaNow Chief 
Executive Officer Curt Marvis; Grove 2005). 

Our findings underscore why potential changes to tradi- 
tional channel sequences are currently at the center of Hol- 
iywood’s attention and the subject of rancorous debate. To 
maximize studio revenues, radical changes to the extant 
movie distribution model are proposed, and substantial 
shares of business are shifted among the various players. 
Most glaringly, U.S. theaters stand to lose 40% of their 
revenues, whereas DVD retailers’ revenues could increase 
by approximately 50%. Similarly, in the configurations that 
maximize studio payoff, Japanese and German DVD rental 
chains would face revenue losses of 21% and 31%, respec- 
tively, and their retailing counterparts’ respective revenues 
could jump by 66% and 28%. These results raise the ques- 
tion whether U.S. theater chains or Japanese and German 
video rental chains would be able to scale down their opera- 
tions, or whether such scenarios would be fatal. If novel dis- 
tribution strategies were to trigger the disintegration of 
entire industry branches, such as theatrical exhibition in 
tural areas, this outcome not only would be a financial set- 
back for studios but also would have widespread conse- 
quences, such as a disastrous loss of cultural heritage and 
jobs. 

How could theaters adapt to such changes? One reaction 
might be for theaters to diversify into multichannel opera- 
tions, transforming themselves into “one-stop shops” in 
which audiences can watch a theatrical exhibition and rent 
or buy the DVD afterward (perhaps receiving discounts for 
multiple channel consumption). Another reaction to 
changes to the traditional distribution model seems less 
speculative. Changes will be met with fierce resistance by 
the respective industry players that perceive a threat to their 
stakes. North American “[ Везет owners have already lam- 
basted Disney [Chief Executive Officer] Bob Iger for even 
mentioning that һе might reconsider the windows 
approach,” and “Wal-Mart,... the country’s largest DVD 
retailer, will go bat-crazy” over attempts to change the DVD 
business model in favor of VOD (Grove 2005). Studios 
experienced a hint of what might happen when the simulta- 
neous release of the film Bubble in multiple channels was 
widely met with boycotts by theaters (Canadian Broadcast- 
ing Corporation 2006). Therefore, it is important to stress 
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that our results do not include the costs that might arise 
from distribution model transformations, such as lost reve- 
nues caused by the boycotting of movies by theater chains 
or image deterioration as a result of media debates. Could 
such resistance be broken by the studios? One approach 
would be to offer theaters compensation for accepting 
shorter distribution windows (e.g., a higher revenue share) 
(Grove 2006). We ran additional sensitivity analyses to 
determine how changes in revenue allocation would affect 
the attractiveness of our optimal distribution model in the 
United States. We found that an allocation of 60% of box 
office grosses to theater owners (versus 50%) would have a 
limited effect, with the revenue-maximizing structure 
remaining the same and studio revenues still being 13.4% 
higher than in the benchmark scenario. 

A potential alternative would be to search, post hoc, for 
configurations in which every market participant gains reve- 
nues (or at least does not lose any). Our simulations suggest 
that such scenarios exist in the United States and Germany, 
but we do not identify such a “win-win” configuration for 
the Japanese market. In the United States, a three-month 
theatrical-to-DVD-retail window with a higher DVD retail 
price, followed by the DVD rental and VOD releases 
another three months later, lifts studio revenues by 7.3% 
over the benchmark. This growth goes hand in hand with 
increases in revenues of 11.1% for DVD retailers as a result 
of the shorter window. DVD rentals and VOD gain 4.5% 
and 7.5%, respectively, because of the higher DVD price, 
which provides them with marginal gains in choice shares, 
while theater revenues are not cannibalized. The German 
win-win scenario appears similar, with the exception of the 
VOD window being 12 months. The outcome here would 
be a 7.6% revenue increase for studios, revenue growth of 
19.1% for DVD retailers, marginal benefits for rental 
chains, and no changes for theaters and VOD. Although 
these scenarios promise no negative effects for all parties 
involved, implementation would likely be met with resis- 
tance because it requires breaking with the industry tradi- 
tion of opening the rental channel before (or simultaneously 
with) the retail channel. Rental chains would likely resist a 
change that promises no gains for them but moves them fur- 
ther down the distribution chain. However, because DVD 
retailers are the cobeneficiaries in every studio revenue- 
maximizing configuration identified in our analyses, the 
studios should have powerful allies in retailing giants, such 
as Wal-Mart (United States) and the Metro Group (Europe). 

Altogether, this study integrates the sparse research on 
interchannel effects relevant to the optimization of sequen- 
tial distribution chains into a coherent model. Our model 
builds on characteristics of sequential distribution systems 
that prior research has identified. Industries that rely on dis- 
tribution windowing could tailor our framework and empiri- 
cal approach to their context. For example, the major record 
label Sony BMG recently introduced sequential distribution 
to the music industry, a strategy that Booz Allen Hamilton 
consultants recommended (Bhatia, Gay, and Honey 2001). 
Other entertainment goods producers that already employ 
windowing, such as book publishers and computer game 
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developers, may benefit financially from examining the 
general characteristics we derived herein to gain insights 
into how to refine their distribution models and increase 
revenues. 


Limitations, Future Research Opportunities, and 
Conclusion 


In addition to our modeling assumptions, this study has 
some limitations. We do not consider the impact of distribu- 
tion chain changes on piracy. Next to sequential distribu- 
tion, piracy is the movie industry's most important concern 
(Hennig-Thurau, Henning, and Sattler 2007) and has been 
described by the MPAA (2004) as "the greatest threat to the 
economic basis of moviemaking in its 110-year history." 
Industry executives have expressed concern that advanced 
releases on DVD or VOD might increase piracy because 
high-quality digital versions of movies would be accessible 
to potential pirates earlier in the distribution chain (The 
Economist 2002). However, this effect might be limited in 
size because illegal copies of nearly all new movies are 
already available in file-sharing networks before or during 
their theatrical run (Byers et al. 2004). Effective copy pro- 
tection measures would certainly reduce the studios' risk 
associated with closing the window between theaters and 
home channels. Future studies should examine the impact 
of channel configuration on piracy. 

Although our model optimizes studio revenues, it 
ignores the costs of producing, marketing, and distributing 
motion pictures. Although production costs will be largely 
unaffected by distribution chain changes, an increase in the 
number of DVDs sold might create economies of scale that 
would lower costs per DVD and increase studio profit mar- 
gins. However, considering the first-copy-cost character of 
motion pictures with limited variable costs, revenue opti- 
mization should be a good proxy for profits. Still, further 
research could integrate cost and margin information. 

It is important to stress that our empirical model does 
not explicitly consider implementation barriers to channel 
restructuring. Although we identify problems that would be 
associated with the modification of channel configurations, 
uncertainty remains, including the costs that might be 
incurred through negative responses by channel partners 
that have been alienated. Our win—win constellations would 
probably cause less resistance from other industry players 
and might be considered an acceptable compromise for all 
involved. 

Although this article is the first to model more than two 
channels, our findings are limited insofar as we include 
only download-to-rent VOD, not download-to-own VOD. 
However, we assume that the results would remain fairly 
stable, given the limited role of VOD for movie revenues 
and the small preferences of the respondents in our study 
toward VOD. The same could be said for other channels we 
do not consider (e.g., mobile devices). In addition, we pre- 
ferred a multinomial choice scenario, asking consumers for 
their “first choice" in terms of watching a new movie, over 
a multivariate conjoint approach, because the latter would 
have required that consumers anticipate their choice behav- 
ior over time, but we do not test our model against a multi- 
variate alternative. 


We model revenue allocation between different parties 
as constant over time, which is true for most channels con- 
sidered, but studios’ share of box office grosses often 
decreases with the time a movie is available in theaters. 
Given that the intrachannel flow of revenues remains con- 
stant across distribution models, this should not affect our 
results. However, theater owners should be aware that if 
movies were shown in their venues for a shorter period in a 
new distribution model, the theatrical share of revenues 
would decrease because the percentage of weeks that gener- 
ate less-than-average revenues would increase. However, 
this is based on neither theory nor data. Similarly, although 
the assumption that consumers have “perfect expectations” 
on release times is logical, this will not be the case for every 
consumer or any movie release. Information asymmetries 
might allow studios to issue films earlier in secondary chan- 
nels than consumers expect; however, consumers will learn 
and adapt their expectations accordingly, anticipating future 
movies to be released earlier than announced by studios. 

Although we account for key market variables, we do 
not contro! for all factors that might affect the results. For 
example, we do not consider movie quality, which can 
stimulate word of mouth (Liu 2006). That said, we believe 
that the potential for studios to differentiate distribution on 
the basis of quality is limited, because a later release of 
“good” movies and an earlier release of “bad” movies will 
affect customers’ expectations. Audiences might even act 
strategically, staying away from theaters to prompt studios 
to open secondary channels earlier. Furthermore, our results 
do not consider seasonality, movie competition at release, 
or cross-country influences (e.g., the impact of U.S. results 
on Germany results; see Elberse and Eliashberg 2003). 
Optimal structures might differ as a result of these factors, 
and thus we suggest that the role of these factors needs to be 
tested in future work. 

The choice-based conjoint design reveals consumer 
preferences for currently nonexisting, but possible scenar- 
ios. However, the SBS parameters are based on self-reports 
of previous consumer behavior in traditional sequential dis- 
tribution sequences. Although sensitivity analyses show that 
the self-reported data affect the results only to a limited 
degree, we acknowledge that no objective data are available 
on how SBS might evolve in different channel structures, 
leaving this as a challenge for further research. Although 
our samples contain movies from major genres and though 
we found only limited genre-specific differences in terms of 
revenue-maximizing distribution models, it would be laud- 
able to replicate our findings with a different (and larger) 
set of movies. 

In conclusion, our results suggest that the current 
sequential distribution configuration in the motion picture 
industry does not maximize revenues for the studios that 
produce movies, Channel configurations play an important 
role in motion picture success. Although theaters will not 
see their “last picture show” immediately, theater owners 
and movie audiences are almost certain to face significant 
changes in the near future. 


Appendix A 
Illustrative Model Calculation9 


Consider a scenario with J = 5 channel alternatives: 


1. Theater visit (= mrp) at the movie's release date (1.е., тн = 
0 months, at price prg = $12.50). 

2. DVD rental (= mpyp g) at the movie’s release date (i.e., 
tpvp-R = 0 months, at price PDVD-R = $7.75). 

3. DVD sales (= пуур s) 3 months after the movie's release 
date (i.e., tpyp s = 3 months, at price ppyp.s = $22). 

4. VOD (= шуор) 12 months after the movie’s release date 
(i.e., буор = 12 months, at price Ppvp-s = $3). 

5. Waiting for the movie to be released on television (the 
no-consumption option). 


Given this set of alternatives and a consumer’s preference 
structure, Option 1 might obtain choice shares of x(TH|J) = 
.25. Thus, of 100 movie consumption occasions, this con- 
sumer would visit the theater 25 times. Likewise, choice 
shares for the remaining channels might be x(DVD-R|J) = 
-15, x(DVD-S|J) = .45, and x(VOD|J) = .05. Consequently, 
1096 of choice shares would be allocated to the no- 
consumption option. In this case, xgc will be represented by 
the choice shares for theaters and DVD rental because both 
channels open simultaneously at the movie's release date 
(try = tpvp.& = 0 months); that is, хес = хСТН + 
x(DVD-R|J) = .4. Thus, if a consumer typically buys a 
DVD of a movie he or she has seen before in other channels 
in 10% of the cases (бур. = apyp.s = .1), the multiple- 
purchase effect will increase the choice shares for DVD 
sales by 4%. Likewise, if the consumer buys a DVD in 5% 
of the cases exclusively because he or she heard from other 
people that it was a success (yWOM,,,, s = .05) and in 15% 
of the cases exclusively because of favorable chart informa- 
tion (УСрур-$ = .15), the information-cascading SBS effect 
would result in an increase in choice shares of xpyp s X 
(ОМ ур 5 + үСрұр-$) =.45 х (.05 + 125) = 9%. The total 
updated choice share would then be x/pyp.s = .45 х (1 + 
05 + 15) + 1 x 4 = „58. 

With the price for a theater visit being ртн = $12.50 and 
if we assume that the mean choice share for theaters across 
all consumers is .2, the expected revenue of theaters would 
be Ктн = $12.50 x 2 = $2.5. Multiplying by 100 gives а 
better interpretation of this result (1.е., the expected theater 
revenue from 100 movie consumption occasions, given the 
specific scenario of available channel alternatives). Accord- 
ing to the over-time revenue distribution function f(w) we 
estimated for theaters (see Figure 2), after the first week, 
29.37% of the $2.5 would flow back to theaters. This pro- 
portion then needs to be discounted with the weekly dis- 
count rate of .183%—that is, ($2.5 x .2937)/1.00183. The 
second week would produce another 20.7496 of the total 
revenue that needs to be discounted for two weeks—that is, 
($2.5 x .2074)/(1.00183)2. We simulate the revenue return 
for up to 78 weeks in this manner. Adding up these dis- 
counted values gives the present value of the theater- 





Note that for readability reasons, this example does not contain 
further channel attributes 1. 
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specific revenues. To obtain the perspective of the studio, 
these present values need to be multiplied by the percentage 
of revenues that are actually allocated to the studio (see 
Table 3) and discounted again for the time of the window 


In this example, theaters open at the movie’s release 
date (i.e., try = 0). Thus, the weekly discounted present val- 
ues do not need to be discounted again. Multiplying the pre- 
sent values by 50% (i.e., the percentage of theater revenues 


length if the channel does not open at the movie's release 
date (i.e., if t > 0 month; see Equation 1). 


allocated to the studio) eventually gives the theater-specific 
component of the studio's NPV of the movie in Equation 1. 





APPENDIX B 
SBS Questions 
Multiple Consumption SBS In general: What proportion of all movies you have seen т a movie theater ... 
DVD purchase Did you later also purchase on DVD? __% 
DVD rental Did you later also rent on DVD іп a video store? __% 
Download-to-rent VOD Did you later also download from a legal internet service (e.g., MovieLink, CinemaNow) 
forafoe? ^ 96 
Word-of-Mouth-Based SBS 
DVD purchase Of all DVDs you have purchased so far, what proportion of those did you purchase 
because you missed the movie In theaters, but heard from friends or acquaintances it was 
good? — 96 
DVD rental Of all DVDs you have rented from a video store so far, what proportion of those did you 
rent because you missed the movie in theaters, but heard from friends or acquaintances it 
was good? __% 
Download-to-rent VOD Of all movies you have downloaded from legal online services so far, what proportion of 


those did you download because you missed the movie in theaters, but heard from 
friends or acquaintances it was good? __% 


Charts-Based SBS 


DVD purchase Of all DVDs you have purchased so far, what proportion of those did you purchase 
because you missed the movie In theaters, but it was a huge box office success? __% 
DVD rental Of all DVDs you have rented from a video store so far, what proportion of those did you 
rent because you missed the movie in theaters, but it was a huge box office success? 

Download-to-rent VOD Of all movies you have downloaded from legal online services so far, what proportion of 

those did you download because you missed the movie in theaters, but it was a huge box 

office success? __% 

а 
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Managing the Future: CEO Attention 
and Innovation Outcomes 


The current literature presents a mixed view of top managers, often characterizing them as an impediment to 
innovation, Irrelevant for Innovation, or, at best, having an indirect effect on innovation. In contrast, the authors use 
an attentional perspective to argue that chief executive officers (CEOs) have a positive, direct, and long-term impact 
on how firms detect, develop, and deploy new technologies over time. The authors test their arguments on 
longitudinal data from the U.S. retail banking industry. They show that CEO attention is a critical driver of innovation 
even (1) when the target of attention is not innovation per se but simply future events and external events In a 
generic sense; (2) when the innovation outcomes occur far in the future (sometimes several years in the future); (3) 
when the innovation outcomes are conceptually, empirically, and temporally distinct; and (4) in an empirical context 


(1.ө., banking) that Is not traditionally viewed as “high tech" and, thus, innovation centric. 


a lay observer, it may seem logical, even obvious, 
that the people who lead firms have an important role 
in driving innovation within them. Chief executive 

officers (CEOs), such as Steve Jobs at Apple and Andy 
Grove at Intel, are celebrated for their apparent success at 
promoting innovation in their firms. Innovation is central to 
the survival and success of firms, and the primary charge of 
CEOs is the survival and success of their firms. Thus, it 
may seem reasonable to conclude that CEOs play a leading 
role in promoting innovation in their firms. However, the 
literature is surprisingly mixed on this point. 

Some authors argue that CEOs are frequently so steeped 
in the past or in their day-to-day activities that they fail to 
recognize that the technological environment has turned on 
them (see Finkelstein 2005; Khurana 2002; Leonard-Barton 
1992; Tripsas and Gavetti 2000). As Hambrick, Finkelstein, 
and Mooney (2005а) note, top management positions are 
often accompanied by extremely intense job demands and 
stress. As such, “To the extent that creativity requires some 
amount of available time and cognitive resources, extremely 
high levels of job demands may squeeze out novelty and 
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fresh thinking” (Hambrick, Finkelstein, and Mooney 2005b, 
р. 504). In addition, CEOs may be so wedded to existing 
technologies that they resist or actively fight new ones. 
Finkelstein (2005, p. 20) quotes An Wang, then-CEO of 
word processor manufacturer Wang Labs, as saying, “The 
[personal computer] is the stupidest thing I ever heard of.” 
Ken Olsen, then-CEO of minicomputer manufacturer Digi- 
tal Equipment Corporation, expressly forbade his employ- 
ees from using the phrase “personal computer” while 
employed at his firm (Rifkin and Harrar 1990, p. 195; Sax- 
enian 1994). 

Perhaps a more charitable view of the impact of CEOs 
on innovation is that they are simply not very relevant in 
driving innovation in the firm. For example, some authors 
argue that, in general, the locus of innovation lies in the 
middle of the firm in the actions taken and procedures used 
by its middle managers (e.g., Burgelman 1994; Christensen 
1997). Even at Intel, led by such technology luminaries as 
Andy Grove and Gordon Moore, middle managers appear 
to have played the crucial role in driving technological 
change at important transition points. Grove (1996, p. 95) 
describes the firm’s move to the microprocessor business as 
follows: 


Over time, more and more of our production resources 
were directed to the emerging microprocessor business, 
not as a result of any specific strategic direction by senior 
management but as a result of daily decisions by middle 
managers,... who sat around the table at endless produc- 
tion allocation meetings.... While management was kept 
from responding by beliefs that were shaped by our earlier 
successes, our production planners and financial analysts 
dealt with allocations and numbers in an objective world. 
For us senior managers, it took the sight of unrelenting red 
ink before we could summon up the gumption needed to 
execute a dramatic departure from our past. 


Perhaps the most charitable view, common in the new 
product development literature, is that CEOs have an effect 
on innovation but that this effect occurs at the project level 
through their support of individuals and teams working on 
individual projects (see Hegarty and Hoffman 1990; 
Montoya-Weiss and Calantone 1994; Rothwell et al. 1974). 
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However, CEOs do more than just support individual 
projects. A primary role of CEOs is to set the general direc- 
tion of the firm and focus the attention of its members on 
particular areas of endeavor. Do CEOs influence innovation 
outcomes in their firms? If so, how? 

We examine these vital questions in this research. In 
doing so, we make three contributions. First, we highlight 
the important, positive, and corporate-level impact of top 
managers on innovation outcomes in firms. Several years 
ago, Van de Ven (1986) observed that issues pertaining to 
leadership represent a central problem in the management 
of innovation. His observations remain just as valid today. 
Corporate-level studies of top managers’ impact on innova- 
tion are rare. The extant studies tend to ignore the processes 
by which top managers influence innovation, focusing 
instead on the demographic characteristics of CEOs and top 
management teams (Tushman and Rosenkopf 1996; Young, 
Charns, and Shortell 2001). The dearth of research is partly 
due to methodological reasons. Top managers are notori- 
ously difficult to get to. In our empirical approach, we 
attempt to sidestep this problem by using archival data. As 
Chandy (2003, p. 353) notes, 

Filling out a six-page academic survey is rarely high on a 

СЕО' daily to-do list. Survey response rates can be poor. 

Longitudinal surveys are extraordinarily difficult to con- 

duct. It is hard to make causal inferences from cross- 

sectional studies, especially in the absence of strong 
theory. Poor response rates also raise concerns about non- 


response bias. 


Second, we propose an attentional explanation for why 
some top managers have a greater impact on innovation 
than others. Following Ocasio (1997, p. 188), we conceptu- 
alize attention as “noticing, interpreting, and focusing of 
time and effort.” We examine CEOs’ attentional focus along 
two dimensions—temporal and spatial—and argue that 
CEOs’ choices of what to focus on reflect the discretion 
they exercise in allocating the scarce resource of attention. 
We reason that how this discretion is exercised has long- 
term implications for how firms detect, develop, and deploy 
new technologies. This nexus between attentional emphases 
and specific aspects of firm-level innovation outcomes, 
though significant both substantively and theoretically, 
remains empirically unexamined. To address this gap in the 
literature, we investigate the link between CEOs’ attentional 
processes in 176 publicly traded firms from 1990 to 1995 
and these firms’ innovation outcomes over an approxi- 
mately eight-year period starting in 1996. We combine 
archival data from various sources to maintain a temporal 
separation between attentional measures and subsequent 
firm-level innovation outcomes. We show that CEO atten- 
tion is a critical driver of innovation 

*Even when the target of attention is not innovation per se but 

simply future events and external events in a generic sense; 

*Even when the innovation outcomes occur far in the future 

(sometimes several years in the future). The enduring nature 
of these effects suggests that it 1s partly through information- 
processing activities and emphases that CEOs leave a lasting 
mark on the organizations they lead; 

*Even when the innovation outcomes are conceptually, empiri- 

cally, and temporally distinct. The specificity of these effects 


underscores the theoretical significance of CEO attention in 
helping us understand how firms detect, develop, and deploy 
new technologies; and 

*Even in an empirical context (i.e., banking) that is not tradi- 
tionally viewed as “high-tech” and, thus, innovation centric. 


Third, in light of recent calls to increase marketing’s 
profile at higher levels of the firm (e.g., Webster, Malter, 
and Ganesan 2005), we present a novel approach for under- 
standing the impact of CEOs on their firms. Our empirical 
approach, which involves a psycholinguistic analysis of 
communications by CEOs, provides а fairly unique window 
into their cognitive processes. Although the psycholinguis- 
tic approach has been employed in other research on tempo- 
ral discretion (see Pennebaker, Mehl, and Niederhoffer 
2003), this is the first time it has been used to explore a sub- 
stantive issue in marketing. We believe that this approach 
can be fruitfully applied to other marketing contexts that 
involve CEOs. More generally, by introducing new concep- 
tual and empirical approaches to the study of what leaders 
in organizations attend to, we hope to spur additional 
research to address “marketing’s declining influence within 
the firm" (Kumar 2004, p. 3). 


Theory 


CEO Attention and the Firm 


Chief executive officers are the heads of their firms in more 
ways than one. Within any organization, the “levers of 
power are uniquely concentrated in the hands of the CEO" 
(Nadler and Heilpern 1998, p. 9). Therefore, CEOs have the 
power, and arguably even the obligation, to set the direction 
of the firm (see Hambrick and Mason 1984). They influence 
what information others in the firm attend to and how this 
information is interpreted, and they use it for strategy for- 
mulation (e.g., Daft, Sormunen, and Parks 1988; Lefebvre, 
Mason, and Lefebvre 1997; Simons 1991). They do so 
partly through their communications and partly through 
their substantive and symbolic actions. The communica- 
tions and actions of CEOs reflect their attentional focus and 
help drive tbe culture and activities of the firm. Indeed, a 
key strategic role of the CEO is to focus the attention of 
employees across alternative operations (Gifford 1998), 
eventually driving them toward activities that are vital for 
the survival and growth of the firm. Thus, “to explain firm 
behavior is to explain how organizations ... channel and dis- 
tribute the attention of their decision makers" (Ocasio 1997, 
p. 203). 

Chief executive officers face competing claims on their 
attention (Hambrick and Abrahamson 1995; Hambrick and 
Mason 1984; Smith and Tushman 2005). Indeed, the scarce 
resource for many firms is no longer "information; it is pro- 
cessing capacity to attend to information. Attention is the 
chief bottleneck in organizational activity, and the bottle- 
neck becomes narrower and narrower as we move to the 
tops of organizations" (Simon 1973, p. 270). How do 
people focus attention across competing objects? Extensive 
research argues that they do so through two processes: 
selection and expectation (James 1890; LaBerge 1990). 
First, they direct more cognitive resources at particular 
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objects (see Hoffman and Ocasio 2001). Second, they 
engage in a heightened state of anticipation in relation to 
focal objects (Posner and Cohen 1984). 

The principles of selection and expectation and the 
important role of the CEO in focusing the attention of the 
firm suggest that greater CEO attention to certain issues and 
events can lead to greater awareness, anticipation, and 
action in firms with respect to these types of issues and 
events (Bashinski and Bacharach 1980; Bonnel, Possamar, 
and Schmitt 1987; Downing 1988; Tushman and Rosenkopf 
1996). Building on these principles of selection and expec- 
tation, we examine the implications of CEO attention on the 
innovation process in firms.! 


Attention and Innovation: A Process View 


Innovation is often studied as a discrete event. A creative 
person conjures a solution to a vexing need. A firm patents 
an idea, or a firm introduces a new product. Although view- 
ing innovation as a discrete event provides for expositional 
simplicity and empirical convenience (see Damanpour 
1991), in recent years, several scholars have cautioned 
against doing so. They have noted that innovation is a 
process that unfolds over time (see Pettigrew, Woodman, 
and Cameron 2001; Van de Ven et al. 1999), and they have 
criticized the use of "the ubiquitous single-snapshot tech- 
nique" (Avittal 2000, p. 66) in theory building and testing. 
Successful innovation requires that firms labor through a 
series of tasks. Each of these tasks requires attentional 
resources. Therefore, to capture the richness of innovation 
fully and accurately, these tasks should be studied explicitly 
when studying innovation. Three crucial tasks are the detec- 
tion, development, and deployment of new technologies? 
To innovate over time, firms must first detect the arrival 
of a new technology (Kaplan, Murray, and Henderson 
2003). Detection refers to the identification of a new tech- 
nology and the recognition of some future application for it. 
Firms must then develop an initial product based on the new 
technology. Development refers to the process of conver- 
sion of an idea for a new product to a product that is actu- 
ally launched in the market. Finally, firms must deploy the 
new technology further after launch. Deployment refers to 
the additions and improvements to existing features that 
occur to the product after the initial launch (see Slotegraaf, 





1Ошг unit of analysis is the firm. A potentially complicating fac- 
tor in this regard is that, over time, the same firm can have more 
than one CEO, and successive CEOs can have different attention 
patterns. If CEOs change frequently, it would be inappropriate to 
use CEO-level attention patterns to predict firm-level innovation 
outcomes without properly accounting for this turnover. In our 
conceptual arguments, we implicitly assume that CEO turnover is 
not frequent and that there exists substantial continuity in the CEO 
suite. In the empirical section of this article, we present extensive 
analyses to show that this assumption is reasonable in our context. 

2The detection task is particularly relevant for disruptive or radi- 
cal innovation contexts (Chandy and Tellis 1998) that involve sig- 
nificantly new technologies. However, 1t must be recognized that 
the scope of firms' innovation activities also involves continuous, 
incremental enhancements of existing technologies. The task of 
detection is less relevant in such innovation contexts 
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Moorman, and Inman 2003; Tellis and Golder 2001). The 
distinction among detection, development, and deployment 
is useful in studying the process of innovation in a firm and 
is in line with calls to study innovation as a process that 
evolves over time (e.g., Van de Ven et al. 1999). This evolu- 
tionary perspective is reflected in Srinivasan, Lilien, and 
Rangaswamy's (2002) sense-and-respond framework for 
understanding a firm's technological opportunism. The 
growing body of work on market orientation (Han, Kim, 
and Srivastava 1998; Jaworski and Kohli 1993) also asserts 
that the mechanisms firms employ to extract insights from 
the marketplace have significant implications for firms’ 
innovation outcomes. However, to the best of our knowl- 
edge, the literature does not distinguish among detection, 
development, and deployment. 

Detection, development, and deployment require the 
awareness of external opportunities and the anticipation of 
future events. Therefore, CEO attention must have a tempo- 
ral and a spatial component that increases such awareness. 
Combining these insights, we argue that the discretion 
CEOs exercise on temporal attention (e.g., emphasis on 
events that have yet to occur) and spatial attention (e.g., 
emphasis on events that have a locus outside the company) 
are predictive of firms' innovation outcomes. When CEOs 
focus their attention on the future and on external entities, 
their communications and actions reflect this focus and 
serve to drive employees' attention to events and opportuni- 
ties in the future and outside the firm. In turn, this leads to 
quicker detection by the firm of new technologies and tech- 
nological opportunities. A greater attention to events in the 
future and to external objects also leads to greater prepared- 
ness for actions in the future, enabling quicker development 
and more extensive deployment of innovations based on 
these new technologies. In contrast, greater attention to 
internal objects leads to slower detection of new technolo- 
gies, slower development of initial products based on these 
new technologies, and less extensive deployment of 
innovations. 


Hypotheses 


Future focus and innovation outcomes. Given their 
scarce attentional resources, CEOs are forced to allocate 
time and effort with either less or more emphasis on the 
future. “Future focus” refers to the amount of attention 
devoted to events that are yet to occur (see Chandy and Tel- 
lis 1998). In this context, events refer to actions to be taken 
by the firm or some other entity, anticipated outcomes of 
these actions, or other developments in general. In concep- 
tualizing future focus in this way, we do not impose any a 
priori restrictions on the specific nature of future events on 
which CEOs focus. Our view of future focus is content neu- 
tral; it simply addresses the temporal discretion exercised 
by the top management of a firm. Although the issue of 
what specific information garners CEOs’ attention may be 
of interest, it has the potential of creating tautological prob- 
lems from the perspective of theory development and test- 
ing (e.g., thinking about innovation leads to more innova- 
tion). Therefore, in this study, we first examine the effects 
(if any) of how CEOs exercise their temporal discretion. 


Although the broad notion of the “future” features 
prominently in the business press (e.g., Hamel and Prahalad 
1994; Handy 1990), there is little directly applicable 
empirical research on the temporal dimension in managerial 
decision making (cf. Mowen and Mowen 1991). Some 
research shows that managers often have divergent expecta- 
tions about future technological developments and that 
these expectations shape their actions in the marketplace 
(see Chandy, Prabhu, and Antia 2003). More generally, 
research in psychology suggests that people may exhibit 
varying levels of motivation to focus on the future (for a 
review, see Karniol and Ross 1996). For example, Norem 
and Illingworth (1993) show that though some people have 
a predisposition to develop detailed scenarios about future 
events and developments, others do not. If similar effects 
also apply to CEOs, there should be heterogeneity among 
them in terms of how much attention they devote to actions 
and other developments that have yet to occur. 

We expect that greater CEO attention to the future will 
have a favorable impact on a firm’s innovation outcomes. 
Increasing future focus decreases the likelihood that the 
firm is preoccupied exclusively with the concerns and 
issues of the past and present. Attending to the needs of 
today, though essential for maintaining the level of excel- 
lence a firm may have achieved, is less likely to serve as a 
basis for innovation (Chandy and Tellis 1998). Tronically, an 
exclusive focus on what makes a firm effective today may 
also sow the seeds of failure in subsequent periods (Chris- 
tensen 1997). A conscious effort to pull away from current 
needs and exigencies increases the firm’s awareness of new 
technologies and technological opportunities and its pre- 
paredness for the changes in the technological landscape. 

More specifically, a CEO's greater focus on the future 
leads to greater awareness and greater anticipation within 
the firm of events in the future. In turn, this leads to quicker 
firm detection of new technologies and technological 
opportunities. Furthermore, the development and deploy- 
ment of innovations involves considerable planning and 
preparation. A greater focus on the future also leads to 
greater preparedness for actions in the future, enabling 
quicker development and more extensive deployment of 
innovations. Thus: 


Hı: Firms with CEOs whose attentional patterns exhibit 
greater future focus are (a) faster at detecting new techno- 
logical opportunities, (b) faster at developing initial prod- 
ucts based on these technological opportunities, and (c) 
better at deploying these new products than firms with 
CEOs who exhibit lower future focus. 


External and internal focus and innovation outcomes. 
"External focus" refers to the amount of attention devoted 
to objects whose primary locus is outside the firm, and 
"internal focus" is when the focus of attention is on objects 
within the firm. Note that external and internal foci repre- 
sent independent attentional emphases in that one type of 
attentional focus does not necessarily determine the level of 
the other. Research on attention (e.g., Calori, Johnson, and 
Sarnin 1994; Ocasio 1997) suggests that there can be sub- 
stantial differences in the attentional predispositions and 
abilities of individual CEOs. Some pay attention to vast 


amounts of information, and others do not. Thus, over a 
given period, CEOs with a high level of external focus 
(relative to other CEOs) may exhibit a high or low level of 
internal focus, and vice versa. 

Consistent with a long-standing view in the literature 
(see Day 1994), the distinction between external and inter- 
nal focus implies that a firm's top management can exercise 
discretion in terms of how much they attend to objects 
whose primary locus is outside or inside the firm. For 
example, the different posture of "prospectors" and 
"defenders" is associated with (among other factors) differ- 
ences related to attentional activities (see Miles and Snow 
1978). Attentional differences between the internal and the 
external environments also feature implicitly in work on 
firms as interpretation systems (Daft and Weick 1984). 
These differences are important because they affect mana- 
gerial and organizational cognitions, which in turn influ- 
ence the formulation and implementation of strategic 
actions (see Walsh 1995). Empirical work based on these 
ideas provides evidence that the relative emphasis that man- 
agers place on the external or internal environment and the 
nature of their resultant interpretations eventually shape 
organizational actions and performance (Garg, Walters, and 
Priem 2003; Rust, Moorman, and Dickson 2002; Smith et 
al 1991; Thomas, Clark, and Gioia 1993; Thomas and 
McDaniel 1990; White, Varadarajan, and Dacin 2002). For 
example, Rust, Moorman, and Dickson (2002) find that an 
attentional emphasis on external constituents, such as cus- 
tomers (which they refer to as “revenue emphasis”), leads to 
superior performance. In contrast, attentional emphasis on 
efficiency considerations of internal operations (which they 
refer to as "cost emphasis") is associated with less favorable 
performance. 

In the context of our study, we expect that an increased 
external focus will have a favorable impact on firms' inno- 
vation outcomes. Because potential new opportunities often 
emerge from outside the firm (see Chandy, Prabhu, and 
Antia 2003), attending to objects whose loci lie outside the 
firm increases the likelihood of managers becoming aware 
of such opportunities. In turn, this awareness enables the 
firm to formulate a timely and effective response to such 
opportunities. In contrast, an attentional stance that reflects 
a heightened internal focus may facilitate innovation using 
existing options the firm has already mastered, but it is 
unlikely to help in the realm of innovations that involve new 
opportunities with which the firm has limited or no prior 
experience (Tripsas and Gavetti 2000). 

This line of reasoning suggests that a greater focus on 
the external environment leads to a greater awareness and 
anticipation of new opportunities, which in turn leads to 
quicker detection of new technologies. Furthermore, devel- 
oping and deploying new products requires knowledge of 
new technology and anticipation of market opportunities 
(Frambach, Prabhu, and Verhallen 2003; Gatignon and 
Xuereb 1997). A greater focus on the external environment 
leads to a greater awareness of customer needs and a greater 
anticipation of market trends and competitive actions. 
Enhanced awareness and anticipation increases the likeli- 
hood of quicker development and more extensive deploy- 
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ment of innovations (Han, Kim, and Srivastava 1998; Hur- 
ley and Hult 1998). Thus: 


Hz: Firms with CEOs whose attentional patterns exhibit 
greater external focus are (a) faster at detecting new tech- 
nological opportunities, (b) faster at developing initial 

cts based on these technological opportunities, and 
(c) better at deploying these new products than firms with 
CEOs who exhibit lower external focus. 


No firm can claim a monopoly over new ideas. Even 
when the impetus for a new technology emerges from 
within a firm, its development into a product relies on hon- 
ing and polishing, which is best accomplished through 
numerous interactions with customers, competitors, and 
other external entities (Frambach, Prabhu, and Verhallen 
2003; Han, Kim, and Srivastava 1998; Hurley and Hult 
1998; Perry-Smith and Shalley 2003). A greater focus on 
the internal environment reduces a firm's awareness of new 
technologies and limits its actions with respect to such 
opportunities. Interactions with external entities often com- 
municate a sense of urgency to the firm, either because they 
emphasize the prospect of competitive entry or because 
they reinforce the customer need that is waiting to be filled 
(Narver, Slater, and MacLachlan 2000). Internally focused 
managers insulate themselves against such communica- 
tions, and therefore their firms are slower to respond to new 
technological opportunities. New technologies also cause 
disruption within a firm. For this reason, even when firms 
with internally focused managers introduce innovations, 
they are worse at deploying them because additions and 
changes to the innovations are likely to come at the expense 
of stability inside the firm (Hambrick, Nadler, and Tushman 
1998). Overall, therefore, we hypothesize the following 
effects of internal focus on the detection, development, and 
deployment phases of innovation: 


Нз: Firms with CEOs whose attentional patterns exhibit a 
greater internal focus are (a) slower at detecting new tech- 
nological opportunities, (b) slower at developing initial 
products based on these technological opportunities, and 
(c) worse at deploying these new products than firms with 
CEOs who exhibit lower internal focus. 


To summarize, we posit a link between CEOs’ atten- 
tional stance and firms’ innovation outcomes. We argue that 
increased CEO attention to the future and the external envi- 
ronment results in superior innovation outcomes. In con- 
trast, a heightened internal focus can impede firms’ efforts 
to manage the innovation process. 


Method 


Empirical Context 


We use the U.S. retail banking industry as the empirical 
context for this study. The arrival of Internet banking in the 
mid-1990s provides an ideal opportunity for a longitudinal 
study that focuses on the evolution of this innovation over 
several subsequent years (Bank Technologies Group 2001). 
The presence of several public firms in the banking sector, 
coupled with the reporting mandated and maintained by 
several regulatory agencies, gives us access to accurate data 
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on individual firms over time. Furthermore, Internet bank- 
ing has been viewed as a strategically significant innovation 
that was implemented not only by large, multicity banks but 
also by smaller, regional players (see Chandy, Prabhu, and 
Antia 2003). This broad participation enables us to study 
the behavior of a wide range of firms that differ in terms of 
size. 


Time Line and Sample 


The process of innovation in Internet banking has evolved 
over several years. Retail banks first began to detect the new 
technological opportunity in early 1994, as indicated by the 
initial wave of domain name registrations for their planned 
Web sites. The first bank to register a domain name was 
Citibank in February 1991, but only four banks had regis- 
tered a name by early 1994. The first incumbent bank to 
launch transactional banking was Wells Fargo in May 1995 
(Frei and Rodriquez-Farrar 2001).3 By 1996, a few addi- 
tional incumbents had launched transactional banking ser- 
vices, which allowed customers to conduct various financial 
transactions on the World Wide Web. Between 1995 and 
2000, the number of banks with Internet-based transactional 
banking services grew rapidly. In our sample, this phenom- 
enon peaked in 2000, though a fairly large number of banks 
continued to introduce Internet banking thereafter. 

Our data collection spans from 1990 to 2004. To under- 
stand the rationale behind the data collection approach, 
recall that our theory posits a link between CEOs’ attention 
patterns and specific innovation outcomes. Therefore, to 
test this causal link, we ideally need data on attention pat- 
terns before the time frame over which innovation outcomes 
are occurring and can be tracked. Using data provided by 
the Federal Deposit Insurance Corporation (FDIC), the 
Online Banking Report, banks' Web sites, and Factiva, we 
first determined that most banks registered a domain name 
and that all banks went transactional after 1995. With the 
cutoff date of 1995 thus established, we used the six-year 
(1990-1995) time frame to assess CEOs’ attention patterns 
for each bank in our data set (as detailed subsequently, we 
did this using letters to shareholders that were featured in 
firms’ annual reports). We then tracked innovation out- 
comes for each bank over the time frame from 1996 to Jan- 
uary 2004. 

We selected banks for the study in two phases. First, we 
selected all public U.S. retail banks that offered transac- 
tional Internet banking before the end of December 2000 
and had at least three annual reports that we could access 
from the Compact D/SEC database during the 1990-1995 
period (n = 89). Second, we randomly selected 87 banks 
that went transactional after 2000. As in the case of the first 
set of banks, we included only the banks for which we 
could access at least three annual reports for the 1990-1995 
period. We used Dun & Bradstreet’s Million Dollar Direc- 
tory to select this second set of banks. Collectively, this pro- 
cedure yielded a sample of 176 banks that exhibited sub- 


3Transactional banking allows customers to access their 
accounts and transfer funds between accounts on the Internet. 


TABLE 1 
Characteristics of Banks In the Study 








Bank Characteristic N 926 
Employees 
0-100 32 18.2 
101-200 42 24.9 
201-600 41 23.3 
601-1400 17 9.7 
>1400 37 21.0 
Assets (Millions) 
0-500 82 46.6 
501-1000 26 14.8 
1001—5000 32 18.2 
»5000 30 17.1 
Banking Charter Class 
1 79 44.9 
2 21 11.9 
3 59 33.5 
4 3 1.7 
5 8 45 
Asset Concentration Hlerarchy® 
1—4 95 53.4 
5-9 75 48.3 


па АЕ ee AE 
аА classification code assigned by the FDIC on the basis of the 
institution's charter type (commercial bank or savings institution), 
charter agent (state or federal), Federal Reserve membership sta- 
tus (member, nonmember), and Its рптагу federal regulator (state- 
chartered institu&ons are subjected to both federal and state super- 
vision). There were few savings banks and savings associations In 
our data set (Classification Codes 4 and 5, respectively). 

bA clasarfication code assigned by the FDIC to indicate a bank's pn- 
mary specialization on the Баз of its assets. 

Notes: N = 176. Percentages may not add up 100 because of miss- 

Ing observations. 


stantial variation in terms of innovation outcomes and firm 
characteristics (see Table 1). 

Two attractive features of this data collection approach 
are worth noting. First, by choosing the 1990-1995 period 
to assess CEOs’ attentional patterns, we ensure that inde- 
pendent variables are based on a temporal window just 
before the onset of the focal innovation phenomenon we 
investigate (i.e., starting in January 1996). Thus, unlike 
cross-sectional research efforts, our method allows for a 
stronger test of causality. Second, our two-phase data col- 
lection approach, which obtains data on banks that did not 
have transactional Internet banking by the end of 2000 in 
addition to those that did, allows us to use regression with 
Heckman's (1979) correction to account for selection bias. 


Dependent Measures 


In this article, we focus on three dependent measures of 
importance to the innovation process: speed of detection, 
speed of development, and breadth of deployment of tech- 
nology pertaining to Internet banking (see Table 2). We 
measure speed of detection using the date when a bank reg- 
istered its primary domain name. This information 1s based 
on InterNIC's Whois registry. We measure speed of devel- 
opment using the month a bank went online with a transac- 
tional capability (we could obtain only month-level data for 


this variable). To obtain and verify the transaction month 
data, we rely on several sources: Internet Archive's Way- 
back Machine, press releases, reports in the Factiva data- 
base, the Thomson Directory of Internet Banks, the Online 
Banking Report, and telephone calls to banking managers. 

We measure breadth of deployment with an evaluation 
of the features that transactional Internet banks offered to 
consumers. Using input from industry experts, we identified 
the following specific features and services as being indica- 
tive of the breadth of deployment: the use of interactive 
Java applets, Internet brokerage, Internet tax filing, Internet 
business banking, and mobile banking (ї.е., banking by 
means of a mobile device, such as a personal digital assis- 
tant or a cell phone). For each bank, the sum of these 
features serves as a summary measure of the breadth of 
deployment. Using Internet Archive's Wayback Machine, 
we visited the past Web sites of all Internet banks in our 
sample that were transactional by the end of December 
2000 to determine the previously mentioned features that 
each of these banks offered by December 2001. Assessing 
deployment breadth in December 2001 allows sufficient 
time (at least a year) to pass between transactional entry and 
deployment, thus providing a stable measure of each bank's 
final innovation offering to its customers. 


Independent Measures 


We use banks’ letters to shareholders to measure three inde- 
pendent variables related to the attentional foci of CEOs: 
future focus, external focus, and internal focus. Following 
guidelines in the computer-aided text analysis literature 
(Kabanoff 1997; Weitzman 2000), we assess total attention 
directed at theoretically relevant issues by using counts of 
specific types of sentences (for future focus) and words (for 
external and internal focus). Historical records of letters to 
shareholders, written during the period of interest, are con- 
sistently available over time and across a wide variety of 
firms. Moreover, letters to shareholders provide a unique 
glimpse into the minds of CEOs in a way that is impossible 
to obtain through other means. A large body of research 
shows that the letters to shareholders featured in firms’ 
annual reports reflect CEOs’ attentional foci and that these 
foci can be meaningfully assessed (Abrahamson and Ham- 
brick 1997; D' Aveni and MacMillan 1990; Kabanoff 1997). 
Furthermore, CEOs take an active role in writing these let- 
ters (indeed, letters by some CEOs, such as Warren Buffet, 
have developed a keen following and are closely dissected 
by the press and the wider investment community for 
insights into their thinking). Although in practice they are 
often the output of a top management team that includes 
more than the CEO alone, CEOs nevertheless have primary 
fiduciary responsibility for the statements made in the 
letters. 

A criticism of letters to shareholders is that they are a 
result of efforts aimed at impression management on the 
part of firms. It is argued that, often, these letters are pre- 
pared with the active collaboration of firms’ public relations 
departments. However, if these documents are solely tools 
designed to impress external audiences, with little corre- 
spondence to the actual decision-making process in firms, 
the use of these letters as proxies for CEO cognition should 
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TABLE 2 


Summary of Measures and Sources 


аа 


Conceptual Variable 


Detection speed 


Development speed 


Deployment breadth 


Future focus 


External focus 


Internal focus 


Control variables 


Operationalization Data Source 
Date that domain name was registered (January FDIC 
1996-January 2004) InterNIC 
Date that transactional Internet bank was launched Internet Archive 
(January 1996-January 2004) Bank Web sites 
Factiva 


Number of incremental innovations Introduced over time 
(measured December 2001): Java applets, Internet 
business banking, Internet tax fillng, Internet brokerage, 
and moblle banking 


Frequency of the word "will" in annual letters to 
shareholders, following guidelines In psycholingulstics 
research (1990—1995) 


Frequency of words (see the Appendix) denoting 
outward attention to customers and competitors in 
annual letters to shareholders (1990—1995) 


Frequency of words (see the Appendix) denoting inward 
attention to organization-specitic issues and 
developments In annual letters to shareholders 
(1990—1995) 


Total number of text units (sentences) In letters to 
shareholders 


Bank size: number of employees, assets, and deposits 


Bank demographics: bank specialization and rurality of 


Thomson Directory of Internet Banks 
Online Banking Report 
Telephone calls to bank managers 


Internet Archive 


Bank Web sites 
Online Banking Report 


Compact D/SEC 
LexisNexis 


Compact D/SEC 
LexisNexis 


Compact D/SEC 
LexisNexis 


Compact D/SEC 
LexisNexis 


FDIC 
FDIC 


headquarters location 


Complexity of Internet bank at Initial launch 


Internet Archive 
Online Banking Report 


Bank performance: retum on assets and return on FDIC 


equity 


Changes In CEO 


yield null results. If the motive is purely impression man- 
agement, firms would all behave either similarly (in a man- 
ner designed to create the most positive impressions) or in a 
random or idiosyncratic manner that is unique to the firms’ 
public relations operations. Metrics of cognition derived 
from letters to shareholders will not predict actual firm 
actions in the future. However, we (and many other 
researchers) show that the cognitions embodied in letters to 
shareholders have a systematic effect on firm actions, ina 
manner that is consistent with theoretical expectations (e.g., 
Barr 1998; Bowman 1978; D’Aveni and MacMillan 1990; 
Noble, Sinba, and Kumar 2002). Divinney and Kabanoff 
(1999, p. 61) examine the link between the text of annual 
reports and firms’ past and future investment patterns and 
conclude that “‘words’ and ‘deeds’ are related.” 


90 / Journal of Marketing, October 2007 


Corporate Affillations, Factiva 


Further evidence of the appropriateness of letters to 
shareholders as sources of data on top management cogni- 
tion in our context comes from Fiol (1995), who compares 
the cognitions expressed in letters to shareholders with 
those in internal planning documents written during the 
same period by the same firms. On the basis of this com- 
parison, she concludes that nonevaluative statements, such 
as those on “internal/external orientation ... and past/future 
orientation,” are likely to be faithfully reported in letters to 
shareholders (Fiol 1995, p. 534; see also Barr 1998). We 
provide additional evidence of the validity of this approach 
in the “Results” section. 

We use the Compact D/SEC database to collect all let- 
ters available for banks in our sample from 1990 to 1995. 
We selected this time frame because it covers a sufficiently 
long period immediately before the window over which we 


track innovation outcomes. (We altered this time frame for 
the few cases in our sample for which a bank detected the 
new technology before 1995; this ensured a temporal sepa- 
ration between attentional patterns and innovations out- 
comes.) We were able to locate 3 letters each for 24 banks, 
4 letters each for 29 banks, 5 letters each for 59 banks, and 
6 letters each for 64 banks in our complete sample of 176 
banks. This data effort yields a total of 867 letters to 
shareholders. 


Future focus. As we noted previously, future focus 
refers to attention directed at events that have yet to occur. 
We base our measure of future focus on psycholinguistic 
work (see Pennebaker, Mehl, and Niederhoffer 2003), 
which argues that a writer’s temporal attention can be 
deduced reliably from the type of words he or she uses in a 
body of text. Specifically, Pennebaker, Francis, and Booth’s 
(2001) Linguistic Inquiry and Word Count approach for text 
analysis shows that sentences containing the following 
words are indicative of attention directed at events that have 
yet to occur: “will,” “may,” “might,” “shall,” "be," and 
“tomorrow” (and related contractions, such as “we'll,” 
"T1" "they'll" and “you’ll”). Using DICTION 5.0 (Digi- 
text Inc.) and N6 (QSR International Ltd.), we performed a 
preliminary computerized search of the letters to sharehold- 
ers in our sample and found that contractions are rarely 
used. Furthermore, sentences with these words, other than 
those containing “will,” tended to be either ambiguous or 
inappropriate for our purpose. Therefore, on the basis of 
this analysis, we concluded that sentences containing the 
word “will” are most indicative of attention being directed 
at events that have yet to occur.4 

To verify the validity of this conclusion, we randomly 
selected ten banks and then assembled all letters for these 
banks over a six-year period (1990-1995). From these let- 
ters, we identified all sentences (n = 246) containing the 
word “will.” Two independent coders then coded these sen- 
tences as consistent or inconsistent with the working defini- 
tion of a future-focused sentence (i.e., attention directed at 
events that have yet to occur; for details, see Yadav, Prabhu, 
and Chandy 2007). Eighty-three percent of these sentences 
were coded as future-focused, with an intercoder agreement 
level of 90%. We concluded that Pennebaker, Francis, and 
Booth’s (2001) psycholinguistic approach was appropriate 
for initially identifying future-focused sentences in our зре- 
cific empirical context. On the basis of this analysis, we 
trained research assistants to (1) read all the sentences con- 
taining the word “will” in our letters to shareholders, (2) 
identify spurious sentences (i.e., sentences containing 
“will” but not consistent with our working definition of a 
future-focused sentence), and (3) remove these sentences 
from our data. Using this method, we identified (and 
deleted) 128 spurious sentences, leaving 4333 usable 
future-focused sentences for further analysis. 


4Moreover, robustness checks show that our results remain 
unchanged for an expanded set of sentences tbat include additional 
words, such as “may,” “might,” and “shall.” 


External focus and internal focus. External focus refers 
to attention directed at objects whose primary locus is out- 
side the firm, and internal focus refers to attention directed 
at objects whose primary locus is within the firm. From our 
reading of the letters to shareholders and aided by a com- 
puterized examination of word usage by text-analysis soft- 
ware (N6 and DICTION 5.0), we developed a dictionary of 
words (see the Appendix) that are consistent with our defi- 
nitions of external and internal focus. We employed an 
iterative process, with words added or deleted at each stage 
of the process, until we judged the impact of any further 
addition or deletion to be minimal. Differences were 
resolved through discussion. Using this dictionary, we mea- 
sure external focus as the number of times words denoting 
attention to customers and competitors are mentioned in a 
given bank’s letters. Similarly, we measure internal focus as 
the number of times words denoting attention to inward, 
organization-specific issues are mentioned in each set of 
letters. 


Control Variables 


Length of letters to shareholders. The length of letters to 
shareholders can vary across firms. Therefore, we control 
for the length of letters, measured as a count of the number 
of sentences in the letters for each bank. We also used the 
number of words in the letters as an alternative control 
variable. However, because prior research indicates that 
sentence counts serve as better proxies for number of 
thoughts than word counts, we present results that use sen- 
tence counts. Controlling for words in the models did not 
result in any model improvements. 


Bank size. Larger firms have resources they can lever- 
age to detect, develop, and deploy innovation opportunities 
more successfully than smaller banks. We control for firm 
size by using the natural log of the number of employees in 
1994 (1.е., the year just before the temporal window over 
which we track firms’ innovation outcomes). We obtain this 
data from the FDIC. We also examine alternative measures 
of firm size, such as assets and deposits held. These 
variables are highly correlated (.98) with the employees- 
based measure we use. 


Bank specialization. The FDIC classifies banks by pri- 
mary specialization. Banks with different specializations 
face varying competition and have different types of cus- 
tomers, which in turn could have a differential effect on 
their detection, development, and deployment of technolog- 
ical opportunities. We control for these effects by creating a 
dummy variable that is 1 for banks that specialize in com- 
mercial and industrial loans and 0 for banks that specialize 
in consumer lending. 


Bank rurality. Banks also vary in terms of the extent to 
which they serve urban versus rural markets, which may 
affect their detection, development, and deployment of 
technological opportunities. To control for this, we first 
identify the county in which each bank is headquartered. On 
the basis of this information, we use the U.S. Department of 
Agriculture’s rural-urban classification (see www.ers.usda. 
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gov) to assess bank rurality on a seven-point scale (1 = 
“highly urban,” and 7 = “highly rural”). 


CEO turnover. It is possible that change in CEOs could 
affect innovation outcomes in firms. We control for this fac- 
tor by including in each of our models a measure of CEO 
changes during the period of our sample ending with the 
year before the innovation outcome being predicted. 


Cumulative detection and development by other banks. 
Institutional theory suggests that firms are embedded in net- 
works and that the normative pressures to conform/imitate 
within these networks drive important organizational 
actions, such as innovation (see Scott 1990). To investigate 
this possibility, we create two measures that capture the 
cumulative number of other banks in the focal bank’s net- 
work (specifically, other banks in the bank’s home state) 
that had detected and developed Internet banking by the 
time the focal bank detects and develops online banking, 
respectively (for a similar approach, see Young, Charns, and 
Shortell 2001). We model these measures of imitation as 
time-varying covariates. 


Prior innovation outcomes. To account for unobserved 
firm-specific factors in our analysis, we control for speed of 
detection when estimating Equation 2 and speed of devel- 
opment when estimating Equations 3 and 4 (see the next 
section). 


Complexity of Web site at initial launch. Finally, banks 
differ in the complexity of their online offering when ini- 
tially launched. Because this initial level of complexity may 
influence the eventual sophistication of banks’ Internet 
banking service (i.e., deployment breadth), we control for 
this variable in our test of the hypotheses pertaining to 
breadth of deployment. À trained doctoral student with 
experience in the banking industry coded the initial com- 
plexity of a bank's Web site at launch on a four-point scale, 
ranging from "information only" (1) to “fully transactional” 
(4). 


Models 


We now describe the models to test the hypotheses for- 
mally. We organize our discussion along the three innova- 
tion outcomes of interest: detection, development, and 
deployment. 


Speed of detection. We measure speed of detection 
using the date on which a bank first reserves a domain 
name. We model this time-dependent binary event (whether 
registration occurs or does not occur at a given point in 
time) using survival analysis (Cox and Oakes 1984). This 
approach enables us to model not only the occurrence of the 
focal event but also the timing of the event. 

We use a proportional hazard model with covariates 
(Cox and Oakes 1984) to test the hypothesized effect of a 
bank's future, external, and internal focus on detection. (We 
also use three alternative base hazard functions—Weibull, 
log-normal, and log-logistic—to test our hypothesis. The 
results are broadly robust to the use of these alternative 
specifications.) Specifically, we estimate 
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(D — hj) = hy(Dexp(o; Future,  o5External,  otsInternal, 
| + Zo Controls;), 


where h;(t) is the instantaneous probability of bank i regis- 
tering a domain name at time t, given that it had not regis- 
tered until time t; ho(t) is the baseline hazard function; 
Future, is the future focus of bank i; External, is the external 
focus of bank i; Internal, is the internal focus of bank i; and 
Controls; is a set of control variables. 


Speed of development. We measure speed of develop- 
ment using the month when a bank first offers transactional 
Internet banking to its customers. We use the following pro- 
portional hazard model to test the effect of CEOs’ atten- 
tional characteristics on development timing. (As with 
speed of detection, we also use the Weibull, log-normal, and 
log-logistic hazard functions to test this hypothesis. Again, 
the results are broadly robust to the use of these alternative 
specifications.) Specifically, we use the following propor- 
tional hazard model: 


(2) h(t) = hy(t)exp(B, Future, + BExternal, + Bslnternal, 
+ ZB,Controls,), 


where h,(t) is the instantaneous probability of bank i offer- 
ing transactional Internet banking at time t, given that it had 
not offered this service until time t. Other variables are as 
defined in Equation 1. 


Deployment breadth. We measure deployment breadth 
using a count of the number of innovative features that a 
bank’s transactional Web site offered at the end of 2001. We 
hypothesize that whereas future focus and external focus 
positively influence deployment breadth, internal focus has 
a negative effect. However, our data on deployment are sub- 
ject to right censoring. Specifically, 87 of the 176 banks in 
our sample did not offer Internet banking by the cutoff date. 
Moreover, the decision to offer Internet banking is endoge- 
nous and self-selected; the characteristics that lead banks to 
deploy well may also drive their choice to develop Internet 
banking in the first place. Because discarding censored data 
can lead to biased, false-positive results and because not 
accounting for endogeneity and self-selection can lead to 
misspecification, we use regression with Heckman's (1979) 
correction to account for selection bias. Specifically, we 
include the censored data in the analysis and use the follow- 
ing substantive and selection equations, respectively: 


(3) D, = Yo + y; Future, + ;External, + Internal, 
+ 2 Controls, + ез, and 


(4) 5= 8y + бише  5jExternal, + 3sInternal; 
+ Zð Controls, + ш, 


where О; is the deployment breadth of bank i, S; is the cen- 
sored (0) or uncensored (1) status of bank i, and е, and u, 
are error terms. Other variables are as defined in Equation 1. 


Results 


Table 3 presents descriptive statistics for the dependent and 
independent variables of interest. The table indicates that 


TABLE 3 
Descriptive Statistics 


M $9 Minimum 
Speed of detectiona 2214.75 709.32 0 4937 
Speed of development? 52.17 17.69 0 115 
Deployment breadthe 3.26 1.78 0 5 
Future focus 24.76 18.55 0 120 
External focus 70.80 54.05 3 279 
Internal focus 71.52 50.89 3 328 
Total text units 268.06 153.58 31 927 
Ln(employees) 5.88 1.70 1.38 11.03 
Bank specialization .50 .50 0 1 
Bank rurality 2.38 1.58 1 7 


al ag in days for the focal bank (after the first bank registered a domain name). 
bLag in months for the focal bank (after the first bank offered online banking) 


‘Number of innovations deployed by the focal bank. 


our empirical context provides adequate variation in these 
variables. Tables 4 and 5 present the results of estimating 
the proportional hazard models in Equations 1 and 2, 
respectively. We use one-tailed tests to assess statistical sig- 
nificance for all directional hypotheses. The hazard ratios in 
Tables 4 and 5 reflect the impact on innovation outcomes of 
a unit increase in the specific type of attentional focus (i.e., 
future, external, or internal). Table 6 presents the results of 
the estimation of Equations 3 and 4—namely, the Heckman 
selection model. In all models, a likelihood ratio test rejects 
the hypothesis that all parameters equal zero. 

Because detection, development, and deployment are 
inherently sequential in nature, a natural question to pose is 
whether there are dependencies between the equations— 
specifically whether (1) the speed of detection influences 
the speed of development and (2) the speed of development 
influences the extent of deployment. However, the outcome 
variables of detection, development, and deployment are 
separated in time and form a recursive system of equations. 
Moreover, an analysis of the correlation between the error 
terms of each of the equations indicates that these errors are 
uncorrelated. Recursive systems with uncorrelated errors do 
по! require joint estimation of their constituent equations— 
for example, through seemingly unrelated regression (see 
Land 1973). Therefore, we estimate Equations 1-4 
independently. 

Finally, for the analyses in Tables 4 and 5, which are 
based on the Cox proportional hazard model, we assess the 
validity of the assumption of proportionality as follows: 
First, we include our independent variables as time-varying 
covariates in each model (i.e., as interactions with time). In 
these interactions, we use both log(time) and analysis time. 
We find that none of these time-varying covariates are sig- 
nificant in either model, thus providing a test against viola- 
tion of the proportionality assumption. Second, we also test 
the proportional hazard assumption using Schoenfeld resid- 
uals and plots of the scaled Schoenfeld residuals. Again, we 
find no evidence that the proportionality assumption is vio- 
lated. We now present specific tests of H; „Нах. 


Future Focus and Innovation Outcomes 


Н; predicts that firms whose CEOs have a greater future 
focus are (1) faster at detecting new technological opportu- 
nities, (2) faster at developing initial products based on 
these technologies, and (3) better at deploying these initial 
products than other firms. In support of H,, (see Table 4), 
future focus increases the hazard rate for detection (hazard 
ratio = 1.016, p « .10). Thus, a greater focus on the future 
facilitates banks' detection of new technological opportuni- 
ties. In support of Нуь (see Table 5), future focus increases 
the hazard rate for development (hazard ratio — 1.018, p « 
-10). Thus, a greater focus on the future facilitates the devel- 
opment of initial products based on new technologies. 
Finally, in support of Ну (see Table 6), future focus has a 
significant, positive effect on the deployment breadth of 
innovations (ү = .03, p « .01). Thus, a greater focus on the 
future enhances banks' ability to deploy initial products 
based on new technologies. 


External Focus and Innovation Outcomes 


Н» predicts that firms whose CEOs have a greater external 
focus are (1) faster at detecting new technological opportu- 
nities, (2) faster at developing initial products based on 
these technologies, and (3) better at deploying these initial 
products than other firms. In support of Но, (see Table 4), 
external focus increases the hazard rate for detection (haz- 
ard ratio — 1.005, p « .10). Thus, a greater focus on the 
external environment facilitates banks' detection of poten- 
tially new technologies. In support of Ho (see Table 5), 
external focus increases the hazard rate for development 
speed (hazard ratio — 1.009, p « .05). Thus, a greater focus 
on the external environment hastens firms' development of 
initial products based on new technologies. Finally, external 
focus has no effect on the breadth of deployment (see Table 
6). Thus, contrary to H5,, a greater focus on the external 
environment is not predictive of how effectively a firm 
deploys initial products based on new technologies. This 
implies that the effects of an external focus on innovation 
may not be as important in the long run, especially com- 
pared with the effects of a focus on the future. 
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Internal Focus and Innovation Outcomes 


H; predicts that firms whose CEOs have a greater internal 
focus are (1) slower at detecting technological opportuni- 
ties, (2) slower at developing initial products based on these 
technologies, and (3) worse at deploying these initial prod- 
ucts than other firms. In support of Нз, (see Table 4), inter- 
nal focus decreases the hazard rate for detection (hazard 
ratio = .99, p < .05). Thus, a greater focus on the internal 
environment reduces the speed with which firms detect new 
technologies. In contrast to H3,, however, internal focus 
increases the hazard rate for development (hazard ratio = 
1.01, p < .05). Thus, a greater focus on the internal environ- 
ment has a positive effect on the speed with which firms 
develop initial products based on new technologies. This 
suggests that product development requires a certain ele- 
ment of internal capability, which an internal focus facili- 


TABLE 4 
Effect of Attentional Focus on Speed of Detection 





Independent Магіабіе Hazard Ratio (SE) 
Future focus 1.016* (.01) 
External focus 1.005* (.4x 1072) 
Internal focus .99** (2х 10-2) 
Total text units 99 (1x103) 
Ln(employees) 1.16*** (.07) 
Bank specialization 94 (15) 
Bank rurality 1.04  (.06) 
CEO changes until detection 79 (14) 
Cumulative detection 1.01*** (.2x 1072) 
Log-ilkelihood —607.61 
Likelihood ratio x? 55.46*** 
Akaike Information criterion 1233.21 
*p « .10. 
**p < .05. 
p< .01. 
TABLE 5 
Effect of Attentional Focus on Speed of 
Development 

Independent Varlable Hazard Ratio (SE) 
Future focus 1.018* (.01) 
External focus 1.009** (.4 x 10-2) 
Internal focus 1.00** (.5 х 1072) 
Total text units .992*** (.2 x 10-2) 
Ln(employees) 1.09  (.09) 
Bank specialization 1.05 (27) 
Bank rurality 1.03 (.08) 
CEO changes until detection 118 (31) 
Cumulative detection 1.00 (.9х 1053) 
Time since detection .99*** (.3 х 1073) 
Log-likelihood —274.58 
Likelihood ratio x? 16.99** 
Akalke information criterion 569.06 


*p < 10. 
“p< .05. 
***p < .01. 
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.tates. Finally, internal focus also has no effect on the 
breadth of deployment (see Table 6). Thus, contrary to H3,, 
a greater focus on the internal environment is not predictive 
of how effectively a firm deploys initial products based on 
new technologies. Again, this implies that the effects of an 
internal focus on innovation may not be as important in the 
long run, especially compared with the effects of a focus on 
the future. 


Control Variables and Innovation Outcomes 


Among the control variables, only bank size has a some- 
what consistent effect across all innovation outcomes. 
Specifically, bank size increases the hazard rate for detec- 
tion (hazard rate = 1.16, p < .01). Thus, larger banks can 
leverage their more substantial organizational resources to 
detect innovation opportunities more quickly than smaller 
banks, which are likely to have a smaller resource base. 
Bank size also has a positive influence on the deployment 
breadth of innovations (y = .47, p < .01). Thus, the greater 
resources of larger banks also enhance their ability to 
deploy initial products based on new technologies. 


Robusiness Checks and Additional Analyses 


Do letters to shareholders actually reflect the topics to 
which CEOs pay attention? In addition to the evidence 
(from the literature and from our banking data) that we 
noted in the “Method” section, we present additional evi- 
dence for the appropriateness of letters to shareholders in 
assessing how CEOs allocate their attention. Specifically, 
we compare the boardroom agendas of two Fortune 500 
companies ‘with their letters to shareholders. We first code 
the detailed agendas of the board of directors’ meetings to 
estimate the percentage of time allocated to discussions that 
are consistent with our working definition of future focus. 
These agendas provided details about (1) specific topics 
scheduled for discussion and (2) time allocated for each 
topic. We find that each meeting lasted approximately four 
hours (Firm 1: M = 4.08 hours for 27 meetings; Firm 2: 
M = 4.44 hours for 13 meetings). Because the agendas con- 
tained confidential and proprietary details, only one of the 
authors was allowed access to them. If clarification was 
needed on a specific agenda item, this author could consult 
with a board member. Following our definition of future- 
focused attention, we first code each agenda item as future 
focused if it pertained primarily to events that had yet to 
occur; we then measure the time allocated during that meet- 
ing to that agenda item. If a specific item was shown on the 
agenda as part of a broader topic (usually with bullet 
points), we assume that equal time was devoted to each 
subtopic. Following this procedure, we compute the propor- 
tion of total meeting time allocated for future-focused dis- 
cussions. We find that Firm 1 has a mean of 28.5% for 27 
meetings from 2000 to 2005 and that Firm 2 has a mean of 
11.87% for 13 meetings from 2002 to 2005. 

Next, we analyze the CEOs’ letters to shareholders of 
both companies over the same period and compute a mea- 
sure of future focus using our text-based approach. We find 
that the extent of future focus measured on the basis of the 
text analysis of the CEO’s letters for Firm 1 (7.9%) is 


р TABLE 6 
Effect of Attentional Focus on Deployment Breadth 


Selection Model Coefficient (SE) 


-2.49 х 10-3 (1.3 x 1072) 
5.3x 10-3 (5.09 x 10-3) 
-5.30 х 10-3 (4.52 x 10-3) 
1.16 х 10-3 (2.34 x 10-3) 


15° (.08) 
—.25 (.24) 
—.01 (.08) 

.09 (.25) 
—04** (8.63 х 10-3) 
1.03* (77) 


Independent Varlabie Substantive Моде! Coefficient (SE) 
Future focus .03*** (.01) 
External focus —4.55 x 1073 (5.05 x 1073) 
Internal focus —6.02 x 1073 (4.95 x 10-3) 
Total text units 7.24 x 10-4 (2.25 x 10-3) 
Ln(employees) 47" (.08) 

Bank speciallzatlon —64*** (.27) 

Bank rurality .04 (.10) 

CEO changes until deployment .87** (.28) 
Complexity at launch —.27 (.22) 

Time since development .01 (.01) 
Intercept —.01 (1.10) 

М: total 144 

М: uncensored 75 
Log-likellhood —192.52 

Wald x2 83.39*** 

Akalke Information criterion 418.83 

‘p< ло 

“p< .05 

"ap < 01 


greater than that for Firm 2 (6.6%). We also find that the 
CEO’s letters for Firm 1 use the word “future” almost twice 
as frequently (5.2% of all:sentences) as those for Firm 2 
(2.6% of all sentences). Therefore, although we acknowl- 
edge the subjectivity inherent in any text-based approach, 
we assert that letters to shareholders reliably reflect how 
senior managers in firms allocate their attention. 


Does CEO turnover affect our results? High turnover in 
CEOs would make it difficult to attribute the attention pat- 
terns of a particular CEO to innovation outcomes that occur 
under other CEOs. To address this issue, we collected data 
on all CEOs in all the firms in the sample during the study 
period and conducted several additional analyses. We first 
examined the tenure of the longest serving CEO in each 
firm during 1990—2002. We find that the median tenure is 
11 years (M = 10.32 years) over this 13-year period, sug- 
gesting that a single CEO tends to dominate the period for 
most firms. Next, we examined the extent to which the 
same CEO supplied the information in the letters to share- 
holders in the first period (1990-1995). Specifically, we 
calculated the percentage of firms for which the letters to 
shareholders during this 6-year period were written by the 
same CEO. We find that in 7796 of the firms, the same CEO 
wrote all the letters to shareholders in the first period. 

We then examined the extent to which the CEOs who 
wrote the letters to shareholders remained CEOs of the firm 
in the second (implementation) period. For the 7796 of 
firms in which the same CEO wrote all the letters to share- 
holders during 1990-1995, these CEOs remained CEOs in 
9296 of the years from 1996 to the year the banks imple- 
mented transactional Internet banking and in 7696 of all the 
years from 1996 to 2002. For the 2396 of firms in which the 
CEO changed at least once in the first period, we find that 
the CEOs who wrote the letter to shareholders in 1995 
remained CEOs in 9496 of the years from 1996 to the year 


the banks implemented transactional Internet banking and 
in 8296 of the years from 1996 to 2002. Overall, these 
results suggest that in most cases, the CEO who supplied 
the information in the first period is indeed the CEO who 
implemented the programs in the second period. Contrary 
to descriptions in the popular press about the precarious 
nature of the CEO's position, CEOs in our empirical con- 
text enjoy considerable longevity and thus have the oppor- 
tunity to exert a long-lasting influence on the firm. 

In addition, we collected information on continuity in 
the top management team in all cases in which there was a 
change in CEO. Specifically, in all cases of CEO change, 
we obtained information on (1) whether the individuals who 
succeeded the CEO were insiders (i.e., current members of 
the previous CEO's top management team) or outsiders to 
the firm and (2) whether the outgoing CEO continued on 
the top management team (in general, as chairman of the 
board) after stepping down as CEO. Prior research indicates 
that both these factors—selection of an insider as successor 
and the continued presence by the prior CEO on the top 
management team—are indicators of the continued influ- 
ence of the outgoing CEO on the firm's actions (Sben and 
Cannella 2002; Zhang and Rajagopalan 2004). Our analysis 
indicates that firms in which there were changes in CEOs 
almost invariably chose insiders as successors. Specifically, 
we find that 92.596 of all new CEOs were insiders. More- 
over, 75% of the departing CEOs continued on the top man- 
agement team even after they left the CEO position. These 
results provide additional evidence that the CEOs' influence 
continues even after departure. 

Finally, we conducted two additional analyses. First, we 
reestimated Equations 1—4 by also controlling for whether 
CEOs were insiders and whether departing CEOs continued 
as chairman. We find that our results are robust to this 
analysis and that these variables are not significantly differ- 
ent from zero in all our analyses. Second, we examined 
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whether the frequency of CEO changes is a significant pre- 
dictor of the firm’s attentional focus (1.е., its future, internal, 
and external focus). We find that CEO changes are not sig- 
nificantly correlated with any of the measures of attentional 
focus (in all cases, p > .40). 

All these results indicate that there is substantial conti- 
nuity between the CEO who supplied the information in the 
first period and the CEO who implemented the program in 
the second period. Furthermore, CEO changes that occur do 
not affect the results from our analysis. 


Do organizational culture and norms rather than CEO 
attention drive our results? A possible counterargument to 
our thesis and findings is that rather than CEO attention, 
other variables that remain unobserved in our research, such 
as organizational culture and norms, drive firms to innovate. 
We address this conceptually in the “Theory” section by 
describing a process by which CEOs’ future foci drive inno- 
vation outcomes. We also address this empirically by using 
an approach similar to the use of a “lagged” dependent 
variable to control for unobserved firm-specific heterogene- 
ity (Jacobson and Aaker 1985; Prabhu, Chandy, and Ellis 
2005). 

Recall that we examine three dimensions of innovation 
in this research—detection, development, and deploy- 
ment—and these dimensions serve as the dependent 
variables in our empirical models. Our analysis capitalizes 
on the richness of our data as follows: First, our three 
dependent variables are temporally sequenced, in that 
detection occurs before development and development 
occurs before deployment. Second, if unobserved factors, 
such as culture and norms, affect innovation, they should 
affect all three dimensions of innovation. Therefore, by con- 
trolling for speed of detection in our development equation, 
we also control for culture and norms (and other unob- 
served drivers of innovation). In other words, speed of 
detection serves as a proxy for unobserved firm-specific 
factors in the equation that predicts speed of development. 
Similarly, speed of development serves as a proxy for unob- 
served firm-specific factors in the equation that predicts 
breadth of deployment. 

The results regarding development and deployment 
indicate that future focus has a strong effect on these 
dimensions of innovation, even after we control for “prior” 
innovation (and, thus, unobserved firm-specific factors, 
such as culture and norms). Therefore, these results show 
that CEO attention affects innovation even after we account 
for the effects of other potential factors, such as organiza- 
tional culture and norms. 


Does firm performance provide an alternative explana- 
tion for our results? A possible alternative explanation for 
our findings is that high-performing banks in the 1990— 
1995 period, as a consequence of their good performance, 
were more likely to focus on issues in the future and exter- 
nal to the organization. Furthermore, their good perfor- 
mance might have enabled them to pursue Internet banking 
more quickly and broadly. To examine this alternative 
explanation, we present two analyses. First, we test whether 
performance (return on assets [ROA] and return on equity 
[ROE] in the years before 1995) is correlated with CEOs’ 
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temporal and spatial attention. We find no evidence of this. 
The correlation between ROA in 1994 and future, external, 
and internal focus is —.04 (р = .61), .03 (p = .64), апа —.02 
(p = .78), respectively. Similar results hold for ROA in 1992 
and 1993 and for alternative measures of performance, such 
as ROE, in these years. Second, we reestimate Equations 
1-4 with an additional control for banks’ performance 
(ROA and ROE) in 1994 (we also do the analysis for 1993 
and previous years). We find that the results remain robust 
to this additional analysis. The ROA and ROE variables are 
mostly nonsignificant, and the direction and significance for 
our hypothesized variables are largely as in Tables 4, 5, and 
6. Thus, it appears unlikely that firm performance offers an 
alternative explanation for our findings. 


Discussion 


Insights and Limitations 


In this article, we argue that CEOs have a direct, positive, 
and long-term impact on innovation outcomes in firms. 
Specifically, we show that the manner in which CEOs exer- 
cise their discretion to allocate scarce attentional resources 
has significant implications for the innovation outcomes of 
the firm over a long period. Our view is different from 
much existing research, which often views CEOs as (1) 
impediments to innovation, (2) irrelevant for innovation, or 
(3) having an indirect effect on innovation. The attentional 
perspective we advocate also contrasts with existing litera- 
ture that tends to view the effects of leadership through the 
lens of observable characteristics, such as personality, 
demographics, or leadership style (e.g., Kitchell 1997). Lit- 
tle is actually known about the link between how leaders 
think and the specific innovation outcomes that occur in the 
marketplace. This research effort, which focuses on CEO 
cognition, represents a first step toward fully understanding 
the nature of this link. 

Using longitudinal data from the U.S. retail banking 
industry, we find support for the hypothesized link between 
CEOs’ attentional focus and innovation outcomes. Specifi- 
cally, we find that firms with CEOs who attend to the future 
more are (1) faster at detecting new technological opportu- 
nities, (2) faster at developing initial products based on 
these technologies, and (3) better at deploying these initial 
products. 

The results are mixed for CEOs’ attention to the exter- 
nal and internal environment. We find that firms whose 
CEOs attend more to the external environment are (1) faster 
at detecting new technological opportunities and (2) faster 
at developing initial products based on these technologies 
than are firms whose CEOs attend less to the external envi- 
ronment. However, we find no link between CEOs’ external 
focus and breadth of deployment. 

Finally, we find that firms whose CEOs direct more 
attention to the internal environment are (1) slower at 
detecting but (2) faster at developing new technological 
opportunities than firms whose CEOs attend less to the 
internal environment. However, we find no link between 
CEOs’ internal focus and breadth of deployment. Thus, 
overall, we find support for six of our nine attention-based 


hypotheses. These findings are particularly noteworthy 
because even with fairly coarse text-based measures of 
attention, we find a strong link between what CEOs attend 
to and what their firms achieve in specific innovation out- 
comes in subsequent periods. Taken together, this under- 
scores the importance of the primary substantive issue that 
motivated this research effort—namely, that innovation 
research in marketing and related disciplines can make sig- 
nificant progress by more closely examining CEOs’ atten- 
tional foci. 

Regarding our longitudinal data set and method, we 
establish a clear temporal separation between the measure- 
ment of our independent variables (i.e., attention patterns of 
a firm’s CEO) and innovation outcomes (i.e., detection, 
development, and deployment of new technology related to 
Internet banking). Thus, our approach addresses an often- 
mentioned criticism of cross-sectional survey-based 
research that investigates such issues. Furthermore, our 
text-based method represents an innovative approach to 
assess attentional patterns of CEOs, who are often difficult 
to reach through surveys. 

Nevertheless, as with other studies that use text-based 
methods, this study has some limitations as well (see 
Kabanoff 1997). Our measures of attention patterns are 
based on letters to shareholders, which may not exclusively 
reflect CEOs’ thought processes. A fruitful avenue for fur- 
ther research would be to assess CEO attention more 
directly, instead of relying on indicators of CEO attention. 
Finer-grained longitudinal data on individual firms are nec- 
essary to explore more fully the actual causal sequence of 
events (see Mintzberg and Waters 1985) that leads to inno- 
vation outcomes. 

In general, this research examines a fairly simple set of 
drivers of innovation. Although simplicity can be powerful 
and desirable, more complex explanations of innovation can 
yield additional insights. First, it is possible to think of all 
three components of innovation (detection, development, 
and deployment) in terms of level and speed. Because we 
do not have reliable data on both these dimensions for all 
three components, we do not examine them here. Second, 
we do not distinguish between innovations that were devel- 
oped internally in a firm and those that were developed by 
external entities. Third, we hypothesize (and find in our 
empirical context) that an external focus promotes innova- 
tion within firms. Further research could examine the 
boundary conditions of this phenomenon. Fourth, more 
detailed information on general organizational culture, 
incentives, research-and-development expenditures, and 
CEOs’ functional backgrounds can address whether these 
variables play a more important role in driving innovation 
than the attentional variables we discuss in this research. 
Fifth, given the presence of directional hypotheses, we use 
one-tailed tests of statistical significance. Greater data 
availability and finer-grained measures would permit the 
use of more conservative tests of significance. Finally, given 
our focus on the drivers of innovation, we do not examine 
the stock market or performance outcomes of innovation 
(see Sorescu, Chandy, and Prabhu 2003). 


Implications for Practice 


Manage the future. This article argues and shows that 
CEOs are the heads of firms in more ways than one. They 
lead the firm by directing the attention of others in the orga- 
nization toward thoughts and actions that ensure the sur- 
vival and growth of the firm, and they think for it by focus- 
ing their attention on the future and the environment. We 
show that firms can particularly benefit from CEOs who 
focus on the future and not merely on the spatial environ- 
ment as prior research suggests. Our findings suggest that 
CEOs who do not focus on the future do poorly at innova- 
tion and might be doomed to sink and take their firms with 
them. 

It may be tempting to think that the CEOs of most 
firms, recognizing the significance of the issues we high- 
lighted, must already be making a concerted effort to 
emphasize forward thinking. Although detailed data on how 
CEOs actually allocate their attention are difficult to obtain 
because of the obvious reasons of confidentiality and lack 
of access, Hamel and Prahalad (1994, p. 4) estimate that 
“senior management is devoting less than 3% ... of its 
energy to building a corporate perspective of the future.” In 
our data set of 867 letters to shareholders from 176 public 
firms, only 9.21% of all thoughts (sentences) were catego- 
rized as future focused. Moreover, we find considerable 
variance in the extent to which CEOs focus on the future; 
the percentage of future-focused thoughts among CEOs in 
our data varies from 0% to 20%. A significant implication 
of these findings is that CEOs can influence the process of 
innovation in their firms simply by spending more time 
attending to the future. 


Focus on the big picture. Our findings emphasize the 
importance to firms of CEOs who cultivate and exhibit a 
generic focus on the future rather than a focus on specific 
events or opportunities in the future. Specifically, our find- 
ings suggest that CEOs need not (and perhaps should not) 
involve themselves with the details of specific innovation 
activities, such as detection, development, and deployment, 
not because these details are unimportant but because, by 
focusing on the generic rather than the specific, CEOs can 
be effective leaders (in this way, they can lead their firms to 
successful innovation) while striving for efficient manage- 
ment of their scarce attentional resources. Thus, to lead 
innovation activities effectively and efficiently, the key 
challenge for CEOs is to create, maintain, and exhibit a 
broad, forward-looking attentional stance. We believe that 
our findings offer a useful means for CEOs to free up scarce 
attentional resources while being effective leaders. 


Remember the internal audience. Letters to sharehold- 
ers are often viewed as a means to communicate with exter- 
nal audiences, such as regulators and shareholders (e.g., 
Abrahamson and Amir 1996); they are rarely considered an 
internal marketing device. A key implication of this study is 
that letters to shareholders have a crucial internal purpose as 
well. They can be a powerful tool to galvanize employees 
within firms into committing resources to activities that are 
vital to the firm's long-term survival and growth. As with 
advertising (Gilly and Wolfinbarger 1998), letters to share- 
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holders might motivate employees by making them proud 
to belong to the organization. More important, they can help 
charge employees with a vision that aligns their goals with 
those of the firm and drives them to perform actions that 
benefit the firm. Firms may benefit from a better under- 
standing and use of this important tool to motivate and man- 
age employees. 


Prepare for the innovation journey. A final managerial 
implication of this study stems from its emphasis on inno- 
vation as a process rather than as a discrete event. We show 
that innovation is more than product development alone; 
firms must first detect technological opportunities and then 
refine and extend products to deploy them well. Firms and 
CEOs that understand this will succeed at the Herculean 
task of detecting, developing, and deploying new technolo- 
gies over a long period and then repeating the cycle again at 
the next sign of change. . 


Implications for Research 


Put the head back on. Despite calls to raise the profile 
of marketing in the upper echelons of the firm (Kumar 
2004; Webster, Malter, and Ganesan 2005), the links 
between top management and marketing activities are still 
relatively unexplored in the marketing literature in general 
and the innovation literature in particular. Indeed, much 
work in marketing (on innovation) regards the firm as a sort 
of headless machine that goes about its work without any 
particular direction from the top. Outside marketing, the lit- 
erature that examines the role of the CEO in innovation 
often emphasizes his or her negative or indirect influence. 
We correct for these views by “putting the head back on the 
firm” and emphasizing the direct, positive role of the CEO 
in innovation. Specifically, we show that CEO attention 
matters and that its effects on specific innovation outcomes 
persist and are evident over a long period. We also find that 
not all types of CEO attention are equal. A focus on the 
future appears to be more crucial than a focus on the exter- 
nal environment. In some ways, a focus on the internal envi- 
ronment can be a drawback. Whereas prior research has 
examined the influence of a firm's external and internal 
focus on innovation (Day 1994; Hurley and Hult 1998; 
Jaworski and Kohli 1993; Miles and Snow 1978), less 
research has emphasized the importance of a focus on the 
future. This article suggests that further research should 
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more closely examine CEO attention in general and its tem- 
рога! dimension in particular. 


Leverage letters to shareholders and text analysis. This 
research demonstrates the importance of a relatively under- 
used tool to research questions pertaining to CEO cognition 
and innovation—namely, firms’ letters to shareholders. 
Using these letters and techniques that employ text analysis 
enables us to circumvent many of the problems related to 
surveys. Among the many benefits of letters to shareholders 
are that they enable us to study the managerial cognition, 
they are public documents that require and involve some 
objectivity and accountability, and they are easily available 
with regularity over multiple periods. This article suggests 
that further research has much to gain from their use, along 
with the more general application of text analysis to other 
sources of textual data on the managerial cognition, such as 
press releases, archival material within firms, and inter- 
views with top managers. Indeed, finer-grained measures of 
attentional foci would allow for stronger tests of our under- 
lying conceptual arguments. 


Look beyond product development. This article argues 
and shows that innovation is a process that unfolds over a 
long period. In contrast to much of the literature that views 
innovation as a discrete event or, at best, a process that 
involves the development and launch of new products, we 
show that innovation also involves the prior stage of detec- 
tion and the subsequent stage of deployment. Moreover, the 
impact of CEO attention on these three outcomes is not 
straightforward; rather, its impact is strongest on detection, 
followed by development and then deployment. Thus, our 
research shows that a focus on any one aspect of innovation 
alone can mask the full effects of the drivers of innovation. 
This is in contrast to previous research that has acknowl- 
edged the impact of CEOs on product development indi- 
rectly through their role in supporting product champions. 
In general, however, the research is silent on the role of the 
CEO on other aspects of innovation. Further research could 
shed more light on these issues by studying how attentional 
patterns translate into specific actions pertaining to innova- 
tion. Such research could help enrich the attentional per- 
spective we present and could begin to address the issue of 
leadership that Van de Ven (1986) identifies as a central 
problem in the management of innovation. 


APPENDIX 


Dictionaries for Automated Coding 
Е et о а 


External Focus 
Customers Competitors 
Customer Competitive 
Customers Competitiveness 
Consumer Competitor 
Consumers Competitors 
Buyer Compete 
Buyers Competition 
Market Peer 
Markets Peers 
Market-place Companies 
Marketplace Banks 
Communities Firms 
Position 
Positioning 
Positioned 


Interna! Focus 


Organizational 
Organization CEO 
Organizational President 
Reorganization Vice-president 
Management Vice-presidents 
Retire Director 
Retired Directors 
Retirement Officer 
Employee Officers 
Employees Subsidiary 
Staff Subsidiaries 
Stakeholder Diversification 
Stakeholders Diversify 
Board Diversified 
Manager 
Managers 


== 


= 
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Anita Elberse 


The Power of Stars: Do Star Actors 
Drive the Success of Movies? 


Is the involvement of stars critical to the success of motion pictures? Film studios, which regularly pay multimillion- 
dollar fees to stars, seem to be driven by that belief. This article sheds light on the returns on this investment using 
an event study that considers the impact of more than 1200 casting announcements on trading behavior in a simu- 
lated and real stock market setting. The author finds evidence that the involvement of stars affects movies’ expected 
theatrical revenues and provides insight into the magnitude of this effect. For example, the estimates suggest that, 
on average, stars are worth approximately $3 million in theatrical revenues. In a cross-sectional analysis grounded 
in the literature on group dynamics, the author also examines the determinants of the magnitude of stars’ impact 
on expected revenues. Among other things, the author shows that the stronger a cast already is, the greater is the 
impact of a newly recruited star with a track record of box office successes or with a strong artistic reputation. 
Finally, in an extension to the study, the author does not find that the involvement of stars in movies increases the 
valuation of film companies that release the movies, thus providing insufficient grounds to conclude that stars add 


more value than they capture. The author discusses implications for managers in the motion picture industry. 


A guy stranded on an island without Tom Hanks is not a 
movie. With another actor, [the movie Cast Away] would 
gross $40 million. With Tom Hanks it grossed $200 mil- 
lion. There’s no way to replace that kind of star power. 
(Bill Mechanic, former chairman of Twentieth Century 
Fox, qtd. in Variety; see Bing 2002) 

Had Troy opened impressively, one can be sure [Brad] Pitt 
would have gotten the credit. In this way, movie stars are 
like chief executives fattened on stock options. If the stock 
price goes up, the boss reaps the rewards... If the stock 
price goes down, well, then there must be some other rea- 
son. (Ackman 2004) 


e importance of stars permeates the motion picture 

| industry. Although there are thousands of aspiring 
actors and actresses, the small group that has risen to 

the top of its profession can command fees of millions of 
dollars per movie in salaries, perks, and profit participation 
deals. A handful of high-profile stars, including Jim Carrey, 
Tom Cruise, Tom Hanks, Brad Pitt, and Julia Roberts, have 
been paid salaries as high as $25 million per picture. Profit 
participation arrangements, so-called back-end deals, can 
sometimes amount to even higher fees. For example, Tom 
Cruise reportedly earned more than $70 million—a 22% 
share of the total receipts—for the movie Mission: Impossi- 
ble and another $92 million for the sequel (Epstein 2005). 
Moreover, high-profile stars can have a powerful influence 
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on movie development. Some even trigger the “green light” 
by generating commitments from investors, producers, dis- 
tributors, and exhibitors. № 

Is the involvement of stars critical to the success of 
motion pictures? Are they worth the star treatment? The 
returns on the investments in stars are heavily debated in the 
trade and popular press. Although some practitioners argue 
that stars are the “locomotives behind some of Hollywood’s 
biggest blockbusters” (Bing 2002), many others doubt 
whether the high level of compensation for stars is justified. 
A Forbes article titled “The Myth of Brad Pitt” (see Ack- 
man 2004), which compared more than 200 recent films, 
reveals that fewer than half of the highest-grossing hits fea- 
tured an actor who had top billing 1n at least one hit movie 
previously. The top three movies—Star Wars, E.T. the 
Extra-Terrestrial, and Titanic—had no stars. Some insiders 
claim that this shows that “it is the movie itself—not the 
star—that makes the hit" (Ackman 2002). There are signs 
that the doubts about returns on investments are causing 
existing contractual arrangements with talent to come under 
pressure, making the relationship between the involvement 
of stars and the success of movies a critical research issue 
(Eliashberg, Elberse, and Leenders 2006; Wei 2006). The 
stakes are high not just because of the high fees paid to stars 
but also because movies themselves are enormous financial 
bets. 

An extensive academic literature exists on the question 
whether star creative talent affects the financial perfor- 
mance of movies, but to date, the findings are mixed. Even 
when extant research finds star power to be significantly 
related to movie performance, it is difficult to draw conclu- 
sions about the direction of causality because the research 
typically does not account for the notion that studios may 
employ bigger stars for movies that are expected to generate 
higher revenues or that the most powerful stars may be able 
to choose the most promising movie projects. Moreover, 
motion pictures are the result of the work of many actors 
and other workers, and to date, research has largely ignored 
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the effect of individual stars and the interdependencies 
between stars. 

I reexamine the relationship between star participation 
and movie revenues in a setting that addresses these limita- 
tions in extant research, and I build on these findings by 
considering the determinants of the relationship. I use an 
event study that revolves around more than 1200 casting 
announcements that cover approximately 600 stars and 500 
movies. I assess the impact of these announcements on the 
behavior of participants of the Hollywood Stock Exchange 
(HSX; see www.hsx.com), a popular online market simula- 
tion in which players (or “traders”) predict box office reve- 
nues. The reasonably high accuracy of HSX makes it a suit- 
able setting for an examination of this kind. 

The event study reveals that HSX prices respond signifi- 
cantly to casting announcements, in support of the hypothe- 
sis that the involvement of stars positively affects revenues. 
For example, my estimates suggest that the average star in 
the sample is “worth” approximately $3 million in theatrical 
revenues. In an extension of the analysis involving the 
“real” stock market performance of film studios listed on 
the New York Stock Exchange (NYSE), I examine whether 
stars also affect the valuation of film companies that recruit 
them. I fail to find support for this idea. I use a cross- 
sectional analysis, grounded in relevant literature on group 
dynamics, to assess whether certain characteristics of the 
star and the other cast members are determinants of stars’ 
impacts on revenues. I find that a star’s economic and artis- 
tic reputation are positively related to his or her impact and 
show that the roles of a newly recruited star and the other 
cast members are linked; specifically, the more A-list a cast 
already is, the greater is the impact of a star who has a track 
record of box office successes or a wide recognition among 
critics and peers. This result contributes to the group 
dynamics literature by providing an example of increasing 
returns to recruiting stars in the context of the motion pic- 
ture industry. The study draws attention to the multiplica- 
tive nature of the production process and the existence of a 
classic team problem (Alchian and Demsetz 1972) in 
recruiting and compensating stars (Caves 2000, 2003). 


Hypotheses 


The Impact of Stars on Revenues 


Several researchers have studied the effect of star power on 
revenues. The findings are mixed. Some studies have not 
detected a relationship between revenues and talent involve- 
ment (Austin 1989; De Vany and Walls 1999; Litman 1983; 
Litman and Abn 1998; Ravid 1999), and others have found 
evidence that a movie's likely cumulative, weekly, or 
opening-week revenues increase with the rank of the star 
talent associated with it (Ainslie, Dréze, and Zufryden 
2005; Albert 1998; Basuroy, Chatterjee, and Ravid 2003; 
Elberse and Eliashberg 2003; Faulkner and Anderson 1987; 
Litman and Kohl 1989; Neelamegham and Chintagunta 
1999; Prag and Casavant 1994; Sawhney and Eliashberg 
1996; Sochay 1994; Wallace, Seigerman and Holbrook 
1993). 

The role of stars in the performance of their team or 
organization is also a general theme in the academic litera- 


ture on group dynamics. The prevalent view is that, all else 
being equal, groups with more talented individual members 
should outperform groups with less talented members. For 
example, Tziner and Eden (1985), who study military tank 
crews, show that group productivity is positively related to 
the summed abilities of the group members. Groysberg, 
Polzer, and Elfenbein (2006), who examine Wall Street 
equities research analysts, find that groups benefit from 
having members who achieve high individual performance. 
They note that stars' contributions could directly increase 
the team's performance but may also indirectly drive suc- 
cess, for example, by enhancing the group's perceived 
standing in the eyes of external constituents. 

The latter observation fits the context of motion pic- 
tures. As Albert (1998) indicates, actors can be character- 
ized as "stars" for several reasons: They may have critically 
acclaimed acting skills, possess personality traits that 
appeal to the moviegoing audience, attract a lot of free pub- 
licity, have the ability to secure investment, or simply have 
been lucky. Accordingly, academic researchers have mea- 
sured "star power" in different ways. For example, Sawhney 
and Eliashberg (1996) use a dummy that is based on a list of 
stars who possess "marquee value" published by trade 
magazine Variety. Elberse and Eliashberg (2003) and 
Ainslie, Dréze, and Zufryden (2005) measure star power 
using The Hollywood Reporter's Star Power Survey, in 
which executives and other insiders rank talent. Ravid 
(1999) classifies stars on the basis of, among other things, 
whether they have been nominated for or have won an 
Academy Award or have participated in a top-grossing film 
in the previous year. 

Ravid's (1999) measures are directly related to the two 
types of reputations that, in general, can be the source of 
stars’ power: an economic reputation, derived from their 
box office success, and an artistic reputation, derived from 
the recognition of critics or peers (Delmestri, Montanari, 
and Usai 2005). A star's historical box office record has 
been found in some studies to be an indicator of his of her 
future potential (e.g., Lampel and Shamsie 2003; Litman 
and Kohl 1989; Ravid 1999; Sochay 1994)! and is a valued 
source of information for studio executives (Chisholm 
2004). A star's artistic reputation, which in the motion pic- 
ture industry is primarily revealed through awards or nomi- 
nations, is a sign of quality for audiences, executives, the 
media, and other constituencies (e.g., Wallace, Seigerman, 
and Holbrook 1993) and thus is also a likely predictor of the 
star’s future box office record. 

Both types of reputations can be viewed as dimensions 
of “status” as commonly defined in the literature on group 
dynamics: the amount of respect, influence, and promi- 
nence stars enjoy in the eyes of others (Anderson et al. 
2001). Status is an integral element of team composition 
(West and Allen 1997) but has received surprisingly little 
attention as a possible predictor of team performance 





Моћи, Ravid, and Sunder (2003) find that optumal hiring of 
movie directors is based on their performance over their entire 
career path rather than their recent performance and that their con- 
tribution is positively related to career length. 
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(Groysberg, Polzer, and Elfenbein 2006). I test both dimen- 
sions and hypothesize the following: 


Hı: The impact of a star on a film's box office revenues posi- 
tively depends on (a) the star’s economic reputation, 
reflected by his or her historical box office performance, 
and (b) the star’s artistic reputation, reflected by his or her 
awards or award nominations. 


The Role of Other Cast Members 


Movies are complex, creative goods that are the result of 
teams of creative people working together (Caves 2000), 
which makes it worthwhile to consider the role of one star 
in relation to other cast members. Managers face important 
questions in this area—for example, whether a film pro- 
ducer can successfully economize with a lower-ranked B- 
list lead actress after paying a high fee for a higher-ranked 
A-list lead actor or whether it makes economic sense to 
invest further in A-list stars. 

Again, the body of work on group dynamics and group 
composition offers useful theoretical considerations. In a 
study of tank crews, Tziner and Eden (1985) find significant 
interaction effects: Each member’s ability influenced crew 
performance differently depending on the ability levels of 
the other members. Specifically, they find that a high-ability 
member achieved more in combination with other uni- 
formly high-ability members than in combination with low- 
ability members. Furthermore, uniformly high-ability crews 
impressively surpassed performance effectiveness antici- 
pated on the basis of members’ ability. Egerbladh (1976) 
reports similar findings in a laboratory setting. Groysberg, 
Polzer, and Elfenbein (2006) also note that the benefits to 
group performance of assembling talented individuals could 
extend beyond the simple aggregation of their separate con- 
tributions. However, in their recent study of Wall Street ana- 
lysts, they find that the marginal benefit of stars decreased 
as the proportion of individual stars in a research group 
increased and that the slope of this curvilinear pattern 
became negative when teams reached a high proportion of 
star members, leading them to conclude that the outcome of 
a group of highly ranked interdependent stars may be less 
than the sum of its parts. 

What could explain the divergent findings? On the one 
hand, Groysberg, Polzer, and Elfenbein (2006) offer several 
reasons for decreasing returns to recruiting stars. For exam- 
ple, when a team has an expert who, to put it simply, 
“knows the right answers,’ more experts may add little 
value. Furthermore, for a star-studded group that is already 
highly visible to stakeholders, adding an additional star may 
add only a negligible increment of visibility to the group. 
Expectations or egos may even impede stars’ willingness to 
share information or engage in other behaviors that are пес- 
essary for the team as a whole to work together and succeed 
(Hambrick 1994), Groysberg, Polzer, and Elfenbein find 
specific evidence of dysfunctional team processes in envi- 
ronments with too many stars. 

On the other hand, there are valid reasons to expect 
increasing returns. Individuals may benefit from working 
with talented colleagues (Cummings and Oldham 1997) 
because, for example, they are motivated to maintain infor- 
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mal esteem among highly productive team members (Zuck- 
erman 1967) or may be stimulated by ideas and suggestions 
that arise from close contact with talented peers (Allison 
and Long 1990). Highly ranked stars make their teams more 
visible. If an individual is prominent in the eyes of others, 
and others associate the individual with a particular group, 
that group should be more prominent by virtue of its asso- 
ciation. The individual star effectively acquires free adver- 
tising for his or her team. In turn, this may increase the 
group’s ability to secure resources and therefore help it suc- 
ceed, particularly in contexts in which groups compete for 
resources (e.g., Groysberg, Polzer, and Elfenbein 2006; 
Podolny 1993). 

In the context of the motion picture industry, increasing 
returns may be more likely than decreasing returns. For 
example, Tziner and Eden (1985) largely attribute their 
finding to the nature of the group task at hand. As in a set- 
ting of military tank crews, the tasks of individual movie 
cast members are complex, require a close synchronization, 
and are difficult to evaluate in isolation (see also Porter, 
Lawler, and Hackman 1975; Wageman 2001). The hedonic 
nature of the product is important in this respect. Caves 
(2000) claims that differences in various films’ gross rentals 
can be explained by the number of well-known actors in 
each film and a combined measure of the performance of 
the actors (see also Baker and Faulkner 1991; Faulkner and 
Anderson 1987; Zuckerman 1967). The core idea here is 
that a project may be no better than the least capable par- 
ticipant involved. In other words, the effects of individual 
talents’ qualities may be multiplicative. If a B-list partici- 
pant is replaced by an A-list participant in an otherwise A- 
list project, its value rises by more than if the replacement 
had occurred in a B-list project (Caves 2000). 

An underlying premise may be that two superstars are 
cast in the hope that their joint cachet will pay off, a phe- 
nomenon that a studio executive referred to as the “one plus 
one equals three” model (Bing 2002). It may also be that 
each actor exerts effort proportional to the efforts the others 
exert; for example, Renée Zellweger must raise her game if 
she plays opposite Tom Cruise rather than a less skilled 
actor. The intuition here is 1n line with Taggar (2002), who, 
in his work on the relationship between individual and 
group creativity, argues that involving others may improve 
social facilitation and increase the production pressure com- 
ing from other group members (Hackman and Morris 
1975). This is also supported by Fisher and Boynton (2005), 
who study “virtuoso teams" composed of the elite experts 
in their fields who are specifically convened for certain pro- 
jects, including the Broadway musical West Side Story and 
the 1950s television hit Your Show of Shows. They ascribe 
the latter team's success partly to its tendency to engage in 
high-energy contests that raised members' performance lev- 
els: “[E]very day, each [writer] tried to top the others for the 
‘best of the best’ title" (Fisher and Boynton 2005, p. 116). 
Consequently, I hypothesize the following: 


Но: The impact of a star on a movie’s box office revenues 
positrvely depends on (a) the number of other stars cast in 
the movie, (b) the economic reputations of those other 
stars, and (c) the artistic reputations of those other stars. 


Data 


The HSX 


The primary data source is the HSX, an online market simu- 
lation focused on the movie industry. As of January 2005, it 
had more than 500,000 registered users ("traders"), a fre- 
quent trader group of approximately 80,000 accounts, and 
approximately 19,500 daily unique log-ins. New users 
receive 2 million “Hollywood dollars" (denoted as “H$2 
million") and can increase the value of their portfolio by, 
among other things, strategically trading MovieStocks and 
StarBonds. The trading population is fairly heterogeneous, 
but the most active traders tend to be heavy consumers and 
early adopters of entertainment products, especially films. 

The HSX is not a real stock market. It revolves around 
fake money, all traders start with the same capital when they 
first join, the pricing of “stocks” is governed by a “market 
maker" that is based on computer algorithms (as opposed to 
pure supply and demand dynamics), and "stocks" have a 
finite horizon in that trading comes to an end when the 
movie has played in theaters for some time. However, the 
simulated market appears reasonably efficient and accurate 
in its predictions, which makes it a suitable setting for this 
study. For example, Pennock and colleagues (2001a, b) 
comprehensively analyze HSX's efficiency and forecast 
accuracy immediately before a movie's release and find that 
arbitrage closure on HSX is quantitatively weaker than but 
qualitatively similar to a real-money market. They also 
show that HSX forecasts perform competitively in direct 
comparisons with expert judges. Elberse and Eliashberg 
(2003), Spann and Skiera (2003), and, for a larger pre- 
release period, Elberse and Anand (2005) provide further 
evidence that HSX traders collectively produce relatively 
good forecasts of actual box office returns (see also Gruca 
2000; Hanson 1999; Wolfers and Zitzewitz 2004).2 (I return 
to HSX's predictive validity and efficiency in the context of 
this study after describing the data in greater detail.) 

The market for MovieStocks. I illustrate the MovieStock 
trading process for the movie Cold Mountain (CLDMT on 
HSX). Trading dynamics appear in the top graph in Figure 
1. The HSX MovieStock prices reflect expectations of box 
office revenues generated in the first four weeks of a 
movie's release. For example, a price of H$45 corresponds 
to cumulative grosses of $45 million at the end of the fourth 
week. Each trader, provided that he or she has sufficient 
funds, can own a maximum of 50,000 shares of an individ- 
ual MovieStock and can buy, sell, short, or cover securities 
at any given moment. Trading starts when the MovieStock 
has its official initial public offering on the HSX market, 
which usually happens months, and sometimes years, 
before the movie's theatrical release. The CLDMT stock 
began trading in March 1998, well over four years before its 
theatrical opening. Initially, traders may have little informa- 
tion on which to base their betting decisions. When CLDMT 
debuted on the market, traders may have known only that 
United Artists had bought the screen rights to the debut 


2This fits with recent evidence that markets based on fake 
money can be just as accurate as those based on real money (e.g., 
Servan-Schreiber et al. 2004). 


novel by Charles Frazier, that the book was a love story set 
in the Civil War, and that Tom Cruise was one of the actors 
considered for the male leading role. More information 
would reach traders in subsequent months. Trading usually 
peaks in the days before and after the movie's release. For 
example, the day before its opening on December 25, 2003, 
more than 14 million shares of CLDMT were traded. 

Trading is halted on the day the movie is widely 
released. Thus, the halt price is the latest available expecta- 
tion of the movie's success before its release. The halt price 
of CLDMT was H$44.68. Immediately after the opening 
weekend, MovieStock prices are adjusted according to 
actual box office grosses. Here, a set of standard multipliers 
come into play. The holiday weekend box office for 
CLDMT exceeded $19 million, and its multiplier was 2.4, 
leading to an "adjust" price of H$46.55. After the price is 
adjusted, trading resumes. MovieStocks for widely released 
movies are delisted four weekends into their theatrical run, 
at which time their delist price is calculated and stockhold- 
ers receive their payout. When CLDMT delisted on January 
20, 2004, the movie had collected $65.97 million in box 
office revenues; therefore, its delist price was H$65.97. The 
movie eventually earned more than $95 million in its run in 
U.S. theaters. 


The market for StarBonds. The HSX traders can also 
buy and sell StarBonds for individual movie actors and 
actresses. Each time the MovieStock for an actor's movie is 
delisted, HSX formally adjusts the actor's StarBond price 
according to the movie's box office performance. The key 
metric here is the star's total box office performance aver- 
aged over (at most) his or her previous five credited films. 
Beginning with an actor's second film, his or her StarBond 
price is adjusted to match this trailing ауегаре.4 That is, if 
an actor's previous five movies generated $50 million, $50 
million, $150 million, $100 million, and $150 million, 
respectively, his or her StarBond value would most recently 
have been adjusted to H$100, based on the trailing average 
of [(50 + 50 + 150 + 100 + 150)/5 =] $100 million. If his or 
her next movie generates $250 million, the adjustment 
would be to [(50 + 150 + 100 + 150 + 250)/5 =] H$140. To 
put these figures in context, adjustments for Tom Cruise's 
StarBond TCRUI varied from H$91 (when Minority Report 
was included) to H$126 (when Collateral was incorpo- 
rated) between November 2001 and December 2004. In the 
periods between these adjustments, HSX players can bet on 
the star's future box office record by trading StarBonds. 
They can own a maximum of 20,000 shares of one 
StarBond. 


Casting announcements in the Market Recap report. 
Published on the HSX site at the end of the day each Friday, 
the Market Recap report is an important information source 


3For a regular Friday opening, the opening box office gross (in 
millions of dollars) 1s multiplied by 2.8 to compute the adjust price 
(the underlying assumption is that, on average, this leads to four- 
week totals). 

4The process starts when MovieStocks credited to the actor 
delist and continues until the final theatrical gross is known. The 
contribution for any one film is capped at $250 million. The mini- 
mum StarBond price is H$5. 
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Release Date 


FIGURE 1 
Trading Dynamics and Casting Announcements for Cold Mountain 
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for HSX players. The “Casting News” section, which is 
based on information obtained from trade magazines and 
other industry sources, describes the preceding week’s cast- 
ing decisions and rumors. The news takes the form of short 
statements that contain links to relevant MovieStocks and 
StarBonds. For example, the report for the week of January 
18, 2002, included the following: 


*Tom Cruise (TCRUI) dropped out of Cold Mountain 
(CLDMT). 

*Jason Isaacs (JISAA) joined the cast of Harry Potter and the 
Chamber of Secrets (HPOT2). 

*Robert Downey Jr. (RDOWN) is attached to Six Bullets from 
Now (SXBLT). 

*Russell Crowe (RCROW) is in negotiations to star in Master 
and Commander (MCMDR). 


The bottom graph in Figure 1 shows fluctuations in the 
MovieStock price for CLDMT in a period in which several 
casting announcements were made. The figure suggests that 
casting news significantly affected trading dynamics for 
CLDMT. 'That is, around the time of each announcement, 
trading volume noticeably increased, and the price appears 
to have first reacted negatively to the news that Tom Cruise 
dropped out and, though to a lesser extent, positively to the 
news that Nicole Kidman, Jude Law, and Renée Zellweger 
joined the cast. The news that Natalie Portman also joined 
the cast did little to increase the price. 


Sample and Variables 


The sampling frame for this study consists of all casting 
announcements that appeared in the HSX Market Recap 
report between November 2001 and January 2005. To pre- 
vent complications in the event study methodology, I 
excluded five announcements that named the same Movie- 
Stock and appeared within two weeks of each other, leaving 
a total of 1258 announcements. Taken together, they cover 
496 movies and 602 stars. 

For the purposes of this study, I regarded each of the 
actors and actresses listed on the StarBond market as a 
“star.” Their presence on the StarBond market sets them 
apart from the thousands of hopefuls without a movie 
career. The HSX continuously researches the marketplace 
to identify new star actors. For an actor to qualify for a Star- 
Bond, he or she must have had at least two leading roles in 
movies theatrically released by a major studio in the United 
States or a larger number of supporting roles or roles in 
smaller, independent films. I coded each announcement as 
either positive (e.g., "Star X is in negotiations to star in 
movie Ү "Star X has joined the cast of Y") or negative 
(e.g., "Star X has dropped out of movie Y,” "Star X's nego- 
tiations to star in movie Y have stalled").5 The majority of 
the announcements in the sample are positive; only 36 are 
negative. 

Most descriptive variables are directly based on the 
HSX MovieStock and StarBond market: 


51 explored whether it was worthwhile to separate speculative 
("Actor X may star in movie Y") and definite ("Actor X will star in 
movie Y") statements; this did not result in substantively different 
results. 
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«Star. Economic History: To express a star's historical eco- 
nomic performance at the time of an announcement, I opt for 
the average box office gross over the star's five most recent 
movies (expressed in millions of dollars), which is equivalent 
to the latest StarBond adjustment before the announcement.ó 
If an announcement lists multiple stars, I opt for their average 
value. For example, at the time of their announced participa- 
tion in Cold Mountain (see Figure 1), Nicole Kidman, Jude 
Law, and Renée Zellweger had trailing box office averages of 
$52 million, $37 million, and $46 million, respectively, lead- 
ing to a score of [(52 + 37 + 46)/3 =] $45 million. 

*Star Artistic History: To measure a star's artistic perfor- 
mance up to the time of the announcement, I count the num- 
ber of Academy Awards (Oscars) and Golden Globes and 
nominations he or she has collected in the preceding five 
years.” For example, before the Cold Mountain announce- 
ment, Nicole Kidman had been nominated for two Golden 
Globes and had won both and had just collected her first 
Oscar nomination, leading to a score of 5. 

*Cast, Count: To construct a measure of the number of other 
star cast members for a movie at the time of an announce- 
ment, I add the number of stars mentioned in positive 
announcements and subtract the number of stars mentioned 
in negative announcements in that movie's history. In the 
example for Cold Mountain (Figure 1), there were three other 
cast members (Jude Law, Nicole Kidman, and Renée Zell- 
weger) at the time of the news about Natalie Portman. 

•Саѕі Economic History: To obtain a measure of the histori- 
cal economic power of the other cast members at the time of 
the announcement, I calculate the average of each cast mem- 
ber's average box office record over his or her five most 
recent movies. Thus, in the Cold Mountain example, at the 
time of Natalie Portman's announcement, I average the latest 
StarBond adjustments for Jude Law, Nicole Kidman, and 
Renée Zellweger. 

*Саѕі Artistic History: To express the other cast members’ 
historical artistic performance, I divide the number of Golden 
Globe and Oscar nominations and wins collected by the cast 
by the number of cast members at the time of the 
announcement. 


Table 1 provides descriptive statistics. Two data-related 
observations are worth highlighting: star power dynamics 
and HSX's predictive validity. With regard to star power 
dynamics, a star's box office record, which industry insiders 
often use as the primary indicator of a star's power, changes 
dramatically over the course of just a few years. For exam- 
ple, StarBond values in December 2001 are only weakly 
correlated with such values exactly three years later—the 
Pearson correlation coefficient is .43—-which underscores 
the downside of relying on stars' historical performance 
when forecasting their future performance. 

With regard to HSX's predictive validity, a comparison 
of HSX MovieStock prices before and after release con- 
firms that HSX produces reasonably accurate forecasts of 
theatrical revenues. For the 192 movies in the sample 
(approximately 4096) that had been widely released as of 


6Because it involves an adjustment (and not a StarBond price 
determined by trading in periods between adjustments), this is 
purely a backward-looking measure and does not incorporate any 
speculation. 

7The Academy Awards are granted by the Academy of Motion 
Picture Arts and Sciences (which counts many actors among its 
members), and the Golden Globes are given out by the Hollywood 
Foreign Press Association. 


TABLE 1 


EEE 


Announcements 
Stars 
Movies 


Descriptive Statistics 
Announcement Type 
N Positive Negative 
1258 1222 36 
602 597 32 
496 494 30 


Mini- Maxi- 


Variable Description/Measure N M Mdn SD mum mum 
Star_Economic_History The average box office revenues for the star's 1258 45.59 38.57 32.44 1.59 224.45 
Нуе latest movies at the time of the 
announcement 
Star_Artistic_History The total number of Oscars and Golden 1258 .34 .00 .69 00 5.00 
Globes and nominations for the star in the five 
years before the announcement 
Cast_Count The number of other cast members at the time 1258 2.62 2.00 1.78 00 10.00 
of the announcement 
Cast Economlc History The average of each cast member's box office 1258 46.80 42.33 28.02  .00 224.45 
revenues for hls or her five latest movles at the 
time of the announcement 
Cast Artistic History The average number of Oscars and Golden 1258 .37 .25 .95 0 11.00 
Globes and nominations for cast members п 
the five years before the announcement 
Correlation Star_Economic_ Star_Artistic_ Cast_Economlc_ Cast Artistic 
Coefficlentsa History History Cast Count History History 
Star. Economic, History — .15* .22** .72** .26** 
Star_Artistic_History 15* — .00 .06* .50** 
Cast. Count 22** .00 — .18** .07* 
Cast Economic, History 72“ .06* 18** 8 > 16“ 
50“ 


Cast_Artistic_History 


07" 16" = 


* 
p= .05 


“p= .01. 
2Probabilities are reported. 


January 2005, the correlation between HSX halt and adjust 
prices (ie., the prices immediately before and after the 
opening weekend) is strong—the Pearson correlation coef- 
ficient is .94—and mean and median absolute prediction 
errors (APEs) are .23 and .17, respectively.8 The correlation 
between HSX halt and delist prices (i.e., the prices before 
the release and those four weeks after the release) is nearly 
as strong—the Pearson correlation coefficient is .89—and 
mean and median absolute prediction efforts are .29 and 
.21, respectively. Furthermore, although HSX does not con- 
sider revenues generated after a widely released movie’s 
first four weeks (which is admittedly a disadvantage of the 
study’s setting), it turns out that, on average, four-week 
revenues make up approximately 85% of the total theatrical 
revenues of a movie and explain 96% of the variance in 





8Absolute prediction errors are calculated аз the absolute differ- 
ence between predicted and actual values, divided by ће predicted 
values. For example, for halt versus adjust prices, the APE is 
[Баш price — adjust price|)/halt price]. 


those revenues. Figure 2 plots the relationships between 
these sales metrics. е 

These are critical observations in light of ће modeling 
approach; the event study would be less meaningful if HSX 
traders’ expectations about box office revenues were good 
predictors of actual sales. The predictive power of the HSX 
market increases as the theatrical launch draws nearer and 
more information on production and marketing factors 
becomes available (Elberse and Anand 2005), which is also 
in line with the premise underlying this study. 


Modeling Approach 


Methodological Challenges 

Investigating the central question in this study—whether 
star talent drives the financial performance of motion pic- 
tures—is a difficult methodological challenge. Most extant 
studies view a measure of talent involvement as one of the 
independent variables and box office revenues or profits as 
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FIGURE 2 
Predictive Validity for HSX : 
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the dependent variable, either in a regression model (e.g., 
Austin 1989; Elberse and Eliashberg 2003; Litman 1983; 
Litman and Ahn 1998; Litman and Kohl 1989; Prag and 
Casavant 1994; Ravid 1999; Sochay 1994; Wallace, Seiger- 
man, and Holbrook 1993) or in a probability model (e.g., 
De Vany and Walls 1999; Neelamegham and Chintagunta 
1999; Sawhney and Eliashberg 1996). However, extant 
findings need to be approached with care for several 
reasons: | | 


*Jt is problematic to draw conclusions about the direction of 
causality because studios may employ bigger stars for movies 
that are expected to generate higher revenues (Lehmann and 
Weinberg [2000] made a similar argument for the effect of 
advertising). 

‘It is difficult to control for a selection bias introduced by the 
possibility that the most powerful stars (e.g., the highest- 
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ranked stars in terms of their historical box office record) are 
able to choose the most promising movie projects. 


elt is challenging to isolate the effect of an individual actor ог 
actress on a movie’s performance because motion pictures are 
complex, holistic, creative goods that are the result of the 
activities of many creative workers (Caves 2000, 2003). 


The Choice for an Event Study Methodology 


I use an event study to address these potential methodologi- 
cal problems. Specifically, I reexamine the impact of talent 
on movies’ theatrical revenues by analyzing how casting 
announcements affect the prices of HSX MovieStocks and 
extend current research by analyzing what determines the 
magnitude of that effect. Event studies are a popular 
methodology in several fields of business research (e.g., 
Campbell, Lo, and MacKinlay 1996). In marketing, event 
studies have been used to understand the impact of, among 
other things, company name changes (Horsky and Swynge- 
douw 1987), new product introductions (Chaney, Devinney, 
and Winer 1991), brand extensions (Lane and Jacobson 
1995), celebrity endorsements (Agrawal and Kamakura 
1995), and online channel additions (Geyskens, Gielens, 
and Dekimpe 2002) on firm valuation. 

Here, an event study approach has advantages over 
existing research in the area. First, and most notably, the 
event study framework allows for a comparison of a 
movie’s expected performance before and after the casting 
announcement. Before the announcement, HSX traders can 
be assumed to have no information on which actor will be 
used; they will assess the value of a movie on the basis of 
other characteristics, such as the budget, the story line, and 
moviegoers’ familiarity with central characters. After the 
decision to cast a particular star is made public, traders can 
also account for how much that star will draw moviegoers 
and should adjust their trading behavior accordingly. Thus, 
the event study allows for a comparison of the likely perfor- 
mance of a particular movie with and without the involve- 
ment of the star mentioned in the announcement, such that 
the difference reflects the impact or “worth” of that star. 
Consequently, it helps to address the potential lack of clar- 
ity on causality and the possible selection bias present in 
existing research that considers only the actual performance 
(1.е., the “outcome” of the marketing process) without con- 
trolling for the expected performance without the star.9 

Second, when announcements involve only one star, the 
event study approach enables the examination of the impact 
of an individual actor or actress. Consider the situation of 
the actress Natalie Portman in Cold Mountain (Figure 1). 
Because the announcement regarding her recruitment was 
made at a different time than the other casting announce- 
ments, it is possible to assess the effect of her involvement 
in the movie on an individual basis. In contrast, studies that 


?The “reverse causality” problem might not be fully overcome; 
some traders may believe that studios hire better actors if they 
believe that the movie has a greater chance of success, making the 
announcement for them at least partly a signal of the movie’s over- 
all potential and their response to that announcement an indirect 
reflection of the star’s strength. 


simply regress box office revenues (the “outcome” variable) 
on talent participation cannot differentiate between the 
effect of Natalie Portman and that of the other Cold Moun- 
tain cast members. Such studies typically attribute success 
to either the first-billed actor only or the combined cast 
(e.g., Faulkner and Anderson 1987; Litman 1983; Ravid 
1999), but in reality, they cannot determine whether one 
cast member should be valued more highly than another. 

A significant effect of casting announcements on HSX 
MovieStock prices could reflect several dimensions of star 
power. Among other things, it could capture a star’s (per- 
ceived) ability to attract the attention of audiences and con- 
vince them to buy tickets; the star’s aptitude in attracting 
other talent to a project; the star’s influence in muscling 
competing movies out of the marketplace; and the star’s 
knack for generating commitments from investors, produc- 
ers, and other interested parties.10 

The intuition behind the event study methodology is 
straightforward. When carried out in the context of financial 
markets, it is assumed that the price of a stock reflects the 
time- and risk-discounted present value of all future cash 
flows that are expected to accrue to the holder of that stock; 
all publicly available information is reflected completely 
and in an unbiased manner in the price of the stock, making 
it impossible to earn economic profits on the basis of this 
information. Therefore, only an unexpected event can 
change the price of the stock, which is equal to the antici- 
pated changes in the firm’s future cash flows adjusted for 
the risk of those cash flows. Information resulting in a posi- 
tive (negative) change in expected future cash flows will 
have a positive (negative) effect on the stock’s price (Brown 
and Warner 1985; Srinivasan and Bharadwaj 2005). Event 
studies assume that markets are efficient; in essence, they 
test both whether the event has an impact on the stock price 
and whether the market is efficient (Campbell, Lo, and 
MacKinlay 1996; Srinivasan and Bharadwaj 2005). 
Whether individual traders can integrate all the information 
pertaining to an event is significant in that regard. However, 
research shows that even when some traders have better 
access to information than others, markets aggregate infor- 
mation in such a way that investors collectively act as if 
they have all the relevant information (Srinivasan and 
Bharadwaj 2005). 

In the context of the HSX event study, it is important 
that traders incorporate new information as it becomes 
available and leave no major arbitrage opportunities unad- 
dressed. Although there have been few studies on the effi- 
ciency of simulated markets in general, as I discussed previ- 
ously, research has revealed that HSX is reasonably 
efficient immediately before a movie’s release date (Pen- 
nock et al. 2001а, b). In further explorations of the data 
used in this study, I find no reason to assume that the HSX’s 


10Тъе absence of a significant effect of a casting announcement 
does not necessarily imply that the actor in question has no star 
power; rather, it implies that the casting decision was in line with 
what traders expected. 


efficiency is weaker at earlier stages of the trading 
ргосез$.11 


The Event Study 


Because of HSX’s unique nature, the design of the event 
study discussed here differs from those commonly used in 
the context of “real” stock markets. The details are as 
follows: 


The event and event window. The focal event is the 
announcement of a star’s involvement (or discontinuation of 
a star’s involvement) in a movie. I know with certainty 
when the announcement appeared in the weekly HSX Mar- 
ket Recap report, which is always published on a Friday. 
However, I do not know the exact day the news was first 
made public; it could have been any day of the week in 
which the report appears. Thus, traders could have acquired 
information about the involvement of stars in the days lead- 
ing up to the Market Recap report. 

Figure 3 depicts my perspective on the event and esti- 
mation window. Following Campbell, Lo, and MacKinlay 
(1996), I index returns in event time using т and define т = 
Т, to т = Т» as the event window. For an announcement 
made on a given Friday, the event window starts with the 
HSX closing price on the previous Saturday, T,, and ends 
with the HSX closing price on the Friday the announcement 
appears in the Market Recap report, То. My choice for a 
relatively long event window (event studies using real stock 
market data typically opt for one or two days) follows from 
the uncertainty about the day of the week on which the 
news was made public. 


Normal and abnormal returns. Abnormal returns are the 
movie’s actual ex post returns of the security over the event 
window less its normal return over the event window; nor- 
mal returns are the returns that would be expected if the 


11Specifically, an examination of the slope of the best-fitting 
line in a plot with closing prices at various times before the release 
on the x-axis and either adjust or delist prices on the y-axis 
revealed that the slope parameter is statistically indistinguishable 
from one. Though not a conclusive test of market efficiency in all 
its dimensions, the analysis suggests that there are no obvious 
anomalies traders could exploit. 


FIGURE 3 
Schematic of the Event and Estimation Window 
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event did not take place. That is, for each announcement i 
and period t, | 


(0 AR, = К, -ER a) 


where AR; are the abnormal returns, R, are the actual 
returns, and E(R,) are the normal returns. In modeling the 
normal return, I opt for the constant-mean-return model, in 
which returns are given by 

(2) Ri =H, + бу, with EB,] = 0,Уаб]= 02. 

I calculate the cumulative abnormal return (CAR) by aggre- 
gating abnormal returns across time. Specifically, 
САК, (41, T2) is the CAR for announcement i from 1, to 7), 
where Ti «t1 S 12 < То: 


% 
(3) САК (т, т) = У AR,, with 


tay 
Var[CAR, (5, T)] = 07 (t,, т,). 


I generate a seven-day CAR for each announcement under 
investigation; it is calculated over the week preceding the 
Market Recap announcement. 


Estimation and testing procedure. Estimation of the nor- 
mal performance model parameters is usually done using 
the period before the event window. I define the normal 
return as the average closing price in the week running from 
Saturday to Friday exactly one week before the announce- 
ment was made on the HSX site. Thus, the estimation win- 
dow, defined as т = То to t = Tj, consists of seven days. 
Two key reasons underlie my choice for a relatively short 
estimation window: (1) the limited availability of long 
series (in some cases, the MovieStock’s initial public offer- 
ing is relatively close) and (2) the slight upward trend in 
HSX MovieStock prices in general (which, with a longer 
window, would lead to an overestimation of the more preva- 
lent positive shocks; the seven-day window is a conserva- 
tive choice in that гезрес®.12 I test for the significance of 
daily abnormal returns using the t-statistic that Brown and 
Warner (1985) describe. I also verify the significance of the 
CARs (the t-statistic is calculated by dividing the average 
CARS by its standard deviation) and the differential impact 
of positive versus negative announcements (Campbell, Lo, 
and MacKinlay 1996). 


Cross-Sectional Analysis 


Building on the results of the event study, I identify what 
determines the magnitude of the impact of casting 
announcements using a cross-sectional regression analysis 
(Asquith and Mullins 1986; Campbell, Lo, and MacKinlay 
1996; Geyskens, Gielens, and Dekimpe 2002). The CAR, 


12] have experimented with different estimation windows and 
different normal return estimation models. Because the retums did 
not change substantively, I report only the findings for the simplest 
solution. 


112 / Journal of Marketing, October 2007 


САБ; (т, t5), is the dependent variable in these cross- 
sectional analyses.! Characteristics of the announcement, 
the star, and the other cast members are independent 
variables. I estimate the following linear regression: 


(4) CAR, = a£ BjAS, +, 


where À, denotes the type of announcement and S; repre- 
sents the vector of characteristics of the star mentioned in 
the announcement. The dependent variable is the seven-day 
CAR. The term À, denotes whether the announcement is 
positive (e.g., "star X has joined movie Y") with a score of 
1 or negative (e.g., “star X has dropped out of movie Y") 
with a score of —1. The S, vector consists of the variables 
Star Economic History, Star Artistic History, Cast 
Count, Cast. Economic History, and Cast. Artistic. History, 
as well as the interaction terms Star Economic, History x 
Cast Count, Star Artistic History x Cast Count, Star 
Economic History x Cast Economic History, and Star - 
Artistic History x Cast Artistic History. I estimate the 
regression using ordinary least squares and generate 
heteroskedasticity-robust standard errors using MacKinnon 
and White's (1985) HC3 method. 


Findings 


Stars and Revenues 


Table 2 and Figure 4 present the results of the event study. 
Table 2 lists the average and cumulative average abnormal 
returns over the two weeks before and three weeks after the 
casting news for both positive (N = 1222) and negative (N = 
36) announcements. Note that event time is measured in 
days relative to the announcement date. Figure 4 graphi- 
cally displays the trends in the CARs. 

A primary insight jumps out. HSX prices, the measure 
of expected box office revenues, responded to casting 
announcements. Positive announcements triggered an 
increase in expected revenues. The average CAR at the 
close of the day of the HSX Market Recap announcement 
was 2.94. Thus, in the week the news was made public, 
prices rose with an average of nearly H$3. Given that each 
Hollywood dollar (H$) represents $1 million in box office 
revenues over the first four weeks of a movie's release, this 
finding implies that the average star is “worth” $3 million in 
theatrical revenues.14 The increase in the "event week" (i.e., 
from Day –6 to 0) was considerably higher than the 
increase in the week prior (i.e., from Day —13 to —7), when 
prices increased only by H$.19. The opposite pattern 
emerges for negative announcements. The average CAR at 


13Analyses with standardized CARs lead to simular findings. 
Goodness-of-fit comparisons with a model with relative CARs 
(CARs divided by closing prices one week before the event) sug- 
gest that an absolute specification is preferred. 

14Given HSX's focus on a movie’s first four weeks, the calcu- 
lated star worth is a relatively conservative estimate. 


TABLE 2 
Average Abnormal Returns for Casting Announcements 


Negative Announcements (N = 36) 


Positive Announcements (N = 1222) 





Event Day Abnormal Returns CAR Abnormal Returns CAR 
—10 —.17 —.37 11 —.06 
-9 55 17 .04 –.02 
-8 .00 17 .05 :03 
-7 —.17 .00 -.03 .00 
—6 21 21 .01 .01 
-5 —.09 12 15“ 157" 
—4 —.70*а —.57 .44* .5g*** 
-3 —.31 —.88 .85*** 1.44*** 
-2 —.51** —1.40 .64"** 2.08*** 
-1 .06 —1.33 .62*** 2.70*** 
0 —1.83*** —3.17*** .24*** 2.94*** 
1 .24 —2.93*** 19" 3.12*** 
2 .04 —2.89*** qe 3.29*** 
3 .24 —2.65*** .21*= 3.50*** 
4 —45** —3.10*** 118 3.61*** 
5 .10 —8.01*** .19"* 3.80*** 
6 —.04 ~3.05*** 01 3.81*** 
7 —.15 —3.19*** .02 3.83*** 
8 11 —3.08*** —.06 377“ 
9 15 —2.94*** 05 3.82*** 
10 .04 —2.89"** .05* 3.87*** 
11 .00 —2.90*** .08** 3.94*** 
12 .20 -2.70"** —.02 3.92*** 
13 —.16 —2.85*** .05 3.98*** 
14 —.08 —2.94*** —.04 3.94*** 
15 —45** —93.39*** —.06 3.88*** 
16 -.05 -3.43°" 01 3.89*** 
17 .33 —3.10*** 05* 3.94*** 
18 .05 —3.06*** .00 3.94*** 
19 —.05 —3.11*** —.01 3.93"** 
20 .04 —3.07*** 10 4.04*** 
*р=.10 
“p= .05. 
***p = .01 


aT-test probabilities are reported. 


the close of the announcement day was —3.17. In other 
words, in the week the news was publicized, prices dropped 
with an average of well over H$3. Again, the difference 
with the week before, when prices increased with H$.07, is 
noticeable. 

Figure 4 shows that average returns began to move in 
the expected direction from approximately Day —5 onward. 
That is, HSX traders began to respond to casting news 
before the Market Recap announcement day. This scenario 
is in line with the assumptions underlying the conceptual- 
ization of the event window; that is, the "true" event day at 
which the casting news is first made public is not always the 
same day it is published on the HSX site. The figure sug- 
gests that, on average, the market had largely absorbed the 
news by the time it was confirmed in HSX’s Market Recap 
report. The figure further shows that the CAR for positive 


announcements continued to increase in the week after the 
announcement. One explanation is that it took a few days 
for some traders to become aware of the news. Another 
explanation is that other positive information emerged that 
further increased the likelihood of a successful launch. 

Significance levels for the daily average abnormal 
returns reported in Table 2 confirm this pattern. For the 
positive announcements (N = 1222), the average abnormal 
returns are significantly different from zero at a 1% signifi- 
cance level from Day —4 to Day 5 (1.е., from four days 
before to five days after the announcement is published on 
the HSX site). For the negative announcements (N = 36), 
the average abnormal returns are significantly different 
from zero at a 1% significance level on the event day only. 
Descriptive statistics for the seven-day CARs are as 
follows: 
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FIGURE 4 
Plot of Average CARs for Casting Announcements 


CAR 
8 


Mini- Махі- 
М Mdn SD mum mum 


Announce- 
ment N 
Negative 
announce- 
ment 36 —3.17 —1.30 6.74 -21.50 9.00 
Positive 
announce- 
ment 1222 2.94 2.60 5.95 –16.01 62.50 


A two-sample t-test reveals that the difference in CARs 
for positive and negative announcements is statistically sig- 
nificant at a 196 level. Thus, the findings support the notion 
that star participation indeed affects movies' expected box 
office revenues.!5 Table 3 shows the announcements with 
the ten highest and ten lowest CARs. It also lists ten 
announcements that, in light of the abnormal returns, barely 
had an impact. 

The highest-ranking announcements contain several 
established, often highly paid stars, including Tom Hanks, 
Mike Myers, Tom Cruise, and Mel Gibson. Tom Hanks 
appears twice: once for starring in The Da Vinci Code, 
which was the largest CAR overall with H$43.43, and once 
for The Terminal. The list also contains a few actors who 
were typically not included at the top power rankings, such 
as Johnny Knoxville and Seann William Scott. Further- 
more, as expected, the list of announcements that generated 
the lowest-ranked CARs contains several negative 
announcements. Jim Carrey and Nicole Kidman dropping 
out of the untitled Jim Carrey ghost story, a project appar- 


15Alternative event window definitions (e.g., a specification that 
includes the Saturday after the announcement [Day +1] or consid- 
ers only the weekdays up to the announcement [Day —4 through 
0] also generate significant abnormal returns. 
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ently in an early stage of development, led to a drop of 
H$21.50, the largest negative market reaction. Tom Cruise 
leaving Cold Mountain, the example discussed previously, 
ranks as the third lowest. Notably, the list contains just as 
many positive as negative announcements. In the case of 
positive announcements, it appears that the actor chosen did 
not meet the expectations of the HSX traders. For example, 
the results suggest that Alfred Molina might not have been 
the villain moviegoers hoped to see in Spider-Man 2. 


Stars, Revenues, and Additional Characteristics 


Thus, the results strongly indicate that stars affect revenues 
and that some stars contribute more to revenues than others. 
What are the determinants of stars’ impact on revenues? 
Table 4 presents the results of the cross-sectional analysis 
with seven-day CARs as the dependent variable and the 
announcement and talent characteristics as independent 
variables. The estimates for Model 1 suggest that Star_ 
Economic_History is positively related to the CAR; the 
higher a star’s historical box office record, the greater is his 
or her impact on expected revenues for an upcoming movie. 
This result supports H,. The coefficient is .04, which indi- 
cates that a star with an average historical box office perfor- 
mance of $100 million is “good for" approximately $4 mil- 
lion in additional box office revenues. The same is true for 
Star_Artistic_History; the greater a star’s recognition 
among his or her peers in the form of an Oscar or a Golden 
Globe, the greater is his or her impact on a movie’s 
expected revenues. The coefficient here is .421, which sug- 
gests that an award nomination represents approximately 
$400,000 in additional box office revenues. However, note 
that the model explains just over 21% of the variance in the 
CARs. The low R-square and adjusted R-square correspond 


TABLE 3 
Announcements with the Highest- and Lowest-Ranked CARs 





The Ten Announcements with the Highest CARs CAR 
1 Tom Hanks (THANK) is in negotiations to star in The Da Vinci Code (DVINC). 43.43 
2 Mike Myers (MMYER) will star in The Cat in the Hat (CATHT). 31.75 
3 Johnny Knoxville (SKNOX) and Seann William Scott (SWSCO) have been cast in 
The Dukes of Hazzard (DUKES). 29.60 
4 Tom Cruise (TCRUI) is In talks to star in The Last Samurai (LSMUR). 28.49 
5 Johnny Depp (JDEPP) is polsed to star in Charlie and the Chocolate Factory (CFACT). 22.61 
6 Dustin Hoffman (DHOFF) has been cast in Meet the Fockers (MPRN2). 22.00 
7 Tom Hanks (THANK) has signed to star In The Terminal (TRMNL). 21.24 
8 Michael Keaton (MKEAT) is in the driver's seat on Herbie: Fully Loaded (LVBUG). 20.39 
9 Mel Gibson (MGIBS) will return as Mad Max in Fury Road (MMAXA). 19.25 
10 Nicole Kidman (NKIDM) and Brad Pitt (BPITT) are In negotiations to star In Mr. and Mrs. Smith (SMITH). 19.02 
The Ten Announcements with the Lowest CARs CAR 
1 Jim Carrey (JCARR) and Nicole Kidman (NKIDM) have dropped out of an untitled Jim Carrey 
ghost story (UJCGS). —21.50 
2 Leonardo DiCaprio (LDCAP) will not star in Martin Scorsese's (MSCOR) Alexander the Great (ALEXN). —16.01 
3 Tom Cruise (TCRUI) dropped out of Cold Mountain (CLDMT). —10.00 
4 Alfred Molina (AMOLI) has been cast In The Amazing Splder-Man (SPID2). —8.82 
5 Ice Cube (ICUBE) is set to star іп the XXX sequel (XXX2), replacing Vin Diesel (VDIES). —8.75 
6 Nicole Kldman (NKIDM) and Brad Pitt (BPITT) are separating from Mr. and Mrs. Smith (SMITH). -7.25 
7 Jessica Biel (JBIEL) will star in The Texas Chainsaw Massacre (TXCSM). —5.76 
8 Hank Azaria (HAZAR) has joined the cast of an untitled John Hamburg comedy (UJHAM). —5.74 
9 Viggo Mortensen (VMORT) drops out of Borgia (LUCRE) to star in Hidalgo (HDLGO). —5.25 
10 Alec Baldwin (ABALD) is in negotiations to star In The Cat in the Hat (CATHT). –5.04 
Some Announcements with Insignificant CARS 
— Scarlett Johansson (SJOHA) and Colin Firth (CFIRT) will star in Girl with a Pear! Earring (GPRLE). —.10 
— Josh Lucas (JLUCA) will star in Secondhand Lions (2NDLN). .01 
— Rosarlo Dawson (RDAWS) and Jared Leto (JLETO) are in negotiations to star in Alexander (ALXND). .01 
— Maria Bello (MBELL) and John Legulzamo (JLEGU) are circling roles In Assault on Precinct 13 (ASP13). .04 
— Val Kilmer (VKILM) Is in negotlatlons to join Collateral (COLAT). .05 
— Kim Basinger (KBASI) Is In negotiations to star in Door in the Floor (DRFLR). .05 
— Robert Patrick (RPATR) is set to star in Ladder 49 (LAD49). .07 
— Bruce Greenwood (BGREE) Joins The World's Fastest Indian (WFSIN). 11 
— Кігеїеп Dunst (KDUNS) may star opposite Ralph Fiennes (RFIEN) in The Gin with a Pearl Earring (GPRLE). 13 
— Matthew McConaughey (ММССО) will star in Sahara (SAHAR). 13 





to a high volatility in stars’ box office records. An F test 
(F = 55.14, p < .01) reveals that the independent variables 
together explain a significant share of the variance in the 
dependent variable. 

Model 2 includes the three independent variables that 
reflect characteristics of the cast. With .27, the adjusted 
R-square for Model 2 is higher than that for Model 1. 
Cast, Count, Cast Economic History, and Cast_Artistic_ 
History are all significant, though Cast Count is significant 
only at the 5% level. That is, in support of Но, it appears 
that the number of other cast members as well as their aver- 
age box office record and their artistic reputation all posi- 
tively affect a star's impact. The coefficient for Cast | 
Economic History is .009, which means that an actor join- 
ing a cast with a combined average historical box office 
performance of $100 million is likely to bring in revenues 
of approximately $900,000 more than an actor who joins a 
cast without any box office power. Similarly, the coefficient 
for Cast Artistic History is .525, which means that an actor 


joining a cast in which the other members average one 
Oscar or Golden Globe nomination can be expected to gen- 
erate revenues of approximately $500,000 more than an 
actor who joins a cast without any nominations. 

These observations take on more meaning in Model 3, 
which includes interaction terms. The interaction term 
Star Economic History x Cast Economic, History is posi- 
tive and highly significant. That is, the more A-list a cast 
already is in terms of its box office power, the greater is the 
impact of a star with a track record of box office successes. 
The coefficient is .0003 (it rounds off to the .000 reported in 
Table 4), which may seem small, but it suggests that the 
interaction effect “accounts” for (.0003 x 45.59 x 46.80 =) 
over $600,000 in additional revenues at average levels of 
Star Economic History and Cast Economic History (see 
Table 1). The interaction term Star Artistic History x 
Cast Artistic History is also positive, though only at a 596 
significance level, which indicates that the more recognized 
the cast already is for its artistic prowess, the greater is the 
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TABLE 4 


Cross-Sectional Regression Analysis: All Announcements (N = 1258) 


Coefficient of ... 


a Intercept | 

B4 Ах Star_Economic_Histo 
A, x Star. Artistic History 

Вз Ах Сав Count 

Ва Ах Cast Economic History 

Bs А x Cast Artistic History 

Bg A, xStar Economic History x Cast Count 

B; A xStar Artistic History x Cast Count 

Ва A,xStar Economic History x Cast Economic History 
A, x Star. Artistic History x Cast Artistic History 


"р= 10 
**p = .05. 
“p= .01 


aReported standard errors are heteroskedasticity robust. 


impact of a star with a strong artistic reputation. Both find- 
ings are in line with the idea of increasing returns to recruit- 
ing stars, or with a multiplicative production function. With 
an adjusted R-square of .28; Model 3 is the model with the 
highest explained variance. 


Responses to Casting Announcements and 
Forecast Accuracy 


Are the responses to the casting announcements meaning- 
ful? That is, do they help move the expected revenues closer 
to the subsequent actual revenues? Given the close scrutiny 
that abnormal movements in returns receive throughout this 
study, it seems 1mportant to consider this question. I can do 
so for announcements involving the movies that had been 
released as of January 2005; this was the case for 192 
movies (1.е., approxmately 40% of the sample). I compare 
whether an announcement moves the movie’s closing price 
(a measure of expected revenues) closer to the subsequent 
adjust or delist price (both measures of the actual revenues). 
A comparison of APEs suggests that this is indeed the case: 
eAdjust prices (based on opening-week revenues): The mean 
APE calculated using the closing price on the Friday before 

the announcement is 1.19, and the mean APE calculated 
using the closing price on the day of the announcement is 
1.06, which represents an improvement of more than 10%. 
Similarly, the median APE drops from .85 to .75, again show- 

ing an improvement of more than 10%. 

*Delist prices (based on cumulative revenues): The mean APE 
calculated using the closing price at the start of the event 
week is 1.13, and the APE calculated using the closing price 

at the end of the event week is 1.03, which represents an 
improvement of approximately 8%. Similarly, the median 
APE decreases from .85 to .75, again showing an improve- 

ment of approximately 9%. 


Paired t-tests reveal that the improvements in APEs are sig- 
nificant at the 1% significance level. 
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Adjusted R2 = .21 


Model 1 Model 2 Model 3 
Estimate SEa Estimate SE Estimate SE 
1.360 (.261)*** 1.232 (.369)*** 1.204 — (.308)"* 
.042 (.004)*** .035 (.013)*** .018  (.005)*** 
421 (.141)** .406 (.158)*** 398 (.162)** 
— — .128 (.089)*** .189  (.099)* 
— — .009 (.008)*** 011 (004)*** 
— — .525 (.202)*** 469 (.233)** 
= = = = .003 (.002) 
= =. = = 176  (.142) 
— — — — .000 (.000)*** 
— — — — .145 (.063)** 
R2 = .22 R2 = .27 R2 = .29 


Adjusted R2 =.27 Adjusted А? = .28 


Extension: Do Stars Influence the 
Valuation of Movie Studios? 


The finding that the involvement of stars drives expected 
revenues bodes the question whether it also affects other 
financial metrics. In the only investigation to date (to my 
knowledge) of the relationship between star involvement 
and film profitability, Ravid (1999) finds no evidence for 
such a relationship. He concludes (p. 463) that “stars cap- 
ture their economic rent,’ meaning that they capture the 
value they add. In an extension of my analysis, I focus on a 
different metric and examine whether the involvement of 
stars in a film affects the financial valuation of the studio 
that is producing and distributing that film. 


Data 


Again, I use an event study that revolves around the casting 
announcements. My measure of profitability is based on the 
real stock market's valuation of movie studios listed on the 
NYSE.16 I focus on the studios—or the conglomerates to 
which they belong—that were consistently listed on the 
NYSE from January 2001 to December 2004 and for which 
I have announcement data: Disney (DIS), Lions Gate 
(LGF), News Corp. (NWS), Sony (SNE), Time Warner 
(TWX), and Viacom (VIA). To measure overall market 
dynamics, I also employ data for Standard & Poor's 500 
Composite Index, again for the period from January 2001 to 
December 2004. 


16Another approach is to incorporate the total costs for each 
movie. However, although information on the production and mar- 
keting expenditures is relatively easy to obtain, information on 
back-end deals is typically not in the public domain. 

l7Because Universal partly changed ownership as a result of the 
merger between NBC and Vivendi Universal Entertainment in 
October 2003, I excluded it from the analysis. 


Event Study Approach 


As Ravid (1999) points out, using an event study with real 
stock market data to study the impact of star participation 
on the financial performance of film studios has some dis- 
advantages. Specifically, first, the timing of casting 
announcements can be difficult to gauge; second, events 
affecting movie projects may not be sufficiently significant 
to warrant discernable changes in studios’ stock prices, 
especially when the studios are part of media conglomer- 
ates. These are important problems that arguably cannot be 
solved completely, but the HSX event study may offer 
opportunities to lessen the disadvantages. That is, first, by 
carefully examining when HSX traders responded to an 
announcement, it may be possible to better determine the 
true event day; second, by focusing only on announcements 
that had a noticeable impact on HSX prices, it is possible to 
increase the chance of detecting an effect of star power. 
Both modifications affect the event window definition. 


The event and event window. The focal event remains 
the announcement of a star’s involvement (or discontinua- 
tion of a star’s involvement) in a movie as it appears in the 
weekly HSX Market Recap report. To address the previ- 
ously described problems, I made two modifications. 

First, to increase the likelihood of the event being able 
to affect film studios’ valuation, I ran the event study for a 
sample of the 100 announcements that ranked highest (in a 
positive or negative sense) according to their seven-day 
CAR in the HSX study. In selecting announcements for the 
sample, I ensured that no other same-movie-related events 
occurred during the estimation and event window and that 
no other studio-related events occurred in a six-week win- 
dow centered on the event day. I was also careful to exclude 
announcements if they coincided, within a four-week win- 
dow, with the studio or parent company’s profit statements 
or with other major financial news involving the company. 

Second, to come to a sufficiently narrow event window, 
I defined the event day as the event weekday with the 
biggest change in HSX closing prices. I manually verified 
the appropriateness of this method for 25% of the sample of 
the 100 highest-ranked announcements. Specifically, I per- 
formed an extensive search of the offline and online ver- 
sions of the trade sources that HSX uses to compile its 
reports (e.g., Variety, The Hollywood Reporter) to trace the 
dates the casting news was first made public. As far as I 
could verify, opting for the day with the biggest movement 
in HSX prices led to the correct event day in 22 cases 
(88%). In 2 cases, the largest shock was one day after the 
announcement; in 1 case, it was one day before the 
announcement. 


Normal and abnormal returns. Returns are expressed as 
daily movements in stock prices for each of the studios’ 
securities. In modeling the normal return, I estimated both 
the constant-mean-return model (as in Equation 2) and the 
market model, a common choice in event studies. The latter 
can be represented as follows: 


(5) R, =H, +4,R,, + бр with 


it? 


E[,] - 0, Уаӧ,]= 0%, , 


where R are the returns for the studio securities and Ry 
are the returns for the market portfolio, measured by Stan- 
dard & Poor's 500 index, for each announcement i for 
time t. 

Estimation and testing procedure. I estimated the nor- 
mal performance model parameters over the period from 
250 trading days before the announcement day to 21 days 
before that day. Thus, the estimation window consists of 
approximately six months. I used t-tests to verify the signif- 
icance of the abnormal returns and to determine the differ- 
ential impact of positive versus negative announcements. 


Findings 


Using both the constant-mean-return and the market mod- 
els, I failed to find evidence to suggest that the participation 
of stars in movies affects the valuation of studios that pro- 
duce or distribute the movies or of the media conglomerates 
to which the studios belong. In the constant-mean-return 
model specification, the CARs for positive and negative 
announcements were not significantly different from zero 
(М = 275t-.67, p > .10; and М z—11;t- —71, p > .10, 
respectively), and there was no significant difference 
between returns for both types of announcements (pooled, 
t = 44, p > .10). The same is true in the market model 
specification (M = –1.03; t = —12, p > 10; М = – 56; t = 
—.81, p > .10, and t = .09, p > .10, respectively). Robustness 
checks with (1) a wider event window definition that 
includes the event day and the subsequent day (also a com- 
mon choice in event studies) and (2) a smaller set of 
announcements (again, based on their CARs in the HSX 
study) corroborate the key results. All in all, there was no 
evidence to reject the null hypothesis that the involvement 
of stars is unrelated to film studios' valuation. Thus, as 
Ravid (1999) concludes, I infer that stars may not add more 
value than they capture.18 





18Т acknowledge that I cannot definitively rule out Ravid's 
(1999) concern that the effect of a single announcement 13 simply 
negligible in the midst of other factors that influence the share 
price of a media conglomerate. However, for three reasons, 1 
believe that it is not unrealistic to expect that an effect could have 
been uncovered. First, a recent study by Joshi and Hanssens 
(2006) offers evidence that the drivers of movie performance also 
affect the share price of studios and the conglomerates to which 
they belong. Specifically, they show that marketing expenditures 
for a movie affect the direction and magnitude of the movie stu- 
dio's stock return postlaunch. In particular, for major movies that 
recruit top-ranked stars, the expenditures on star salaries may be 
comparable to the marketing costs. Second, the fortunes of one 
blockbuster movie often make or break a studio's annual prof- 
itability and thus affect the valuation of the conglomerate to which 
the studio belongs. Spider-Man's impact on Sony is one example 
(e g., Elberse 2004). Third, several major investment banks 
employ analysts dedicated to the film industry, whose job it is to 
predict the performance of movies and, by extension, of studios 
and conglomerates. Those analysts closely monitor casting 
announcements. 
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Conclusion and Discussion 


Is the involvement of star actors critical to success in the 
motion picture industry? To what extent are the (often sig- 
nificant) investments in stars justified? What determines the 
value of stars? It cannot be known for sure whether the 
movie Cold Mountain would have made more money if 
Tom Cruise had not dropped out, nor how the many hun- 
dreds of other movies in this study would have performed 
with a different cast. The complex, one-off nature of motion 
pictures makes it extremely difficult to test hypotheses 
about the factors that drive success. 

J addressed this challenge using an event study 
approach and analyzed the impact of more than 1200 cast- 
ing announcements on simulated and real stock market trad- 
ing. I found strong support for the view that star participa- 
tion indeed positively affects movies’ revenues; specifically, 
the results suggest that stars can be “worth” several millions 
of dollars in revenues. Moreover, Г uncovered important 
determinants of the magnitude of that effect—namely, the 
stars’ prior performance in an economic and artistic sense 
(expressed as box office success and awards or nominations 
collected, respectively) and the number and prior perfor- 
mance of other star cast members. However, although stars 
appear to influence film-level revenues, I failed to find sup- 
port for the idea that stars also drive the valuation of film 
studios or the media conglomerates to which they belong. 

What are the implications of these findings? The result 
that star participation positively affects movies’ revenues is 
in line with conventional wisdom. Because the approach 
developed here addresses methodological limitations in the 
relevant extant academic literature, it is encouraging to note 
that this study confirms the important role that is usually 
attributed to star talent. Although this study represents only 
an initial exploration of the impact of stars on the valuation 
of film studios, the lack of evidence to support a significant 
relationship is also noteworthy. There is insufficient reason 
to support the hypothesis that stars add more value than 
they capture. This alludes to “the curse of the superstar” 
(De Vany and Walls 2004, p. 1035). Stars may fully capture 
their “геп” the excess of expected revenue over what the 
film would earn with an ordinary talent in the role (Caves 
2003), making ordinary talent and stars equally valuable for 
a studio that aims to maximize shareholder value rather than 
revenues. If firm valuation is a key objective, studio execu- 
tives may benefit from altering their talent compensation 
schemes. 

This study’s insights into the determinants of stars’ 
impact on revenues could help studios in their talent recruit- 
ment and management efforts. For example, although a 
star’s prior box office record and artistic reputation provide 
guidance about his or her future box office performance, 
this study suggests that the expected contribution of a newly 
recruited star also positively depends on the number and, in 
particular, the strength of the other star cast members 
attached to the project. In this respect, the adage that it is all 
about combining the right star with the right cast still 
appears to hold. An implication for studio executives is that 
betting solely on one A-list star is not necessarily the best 
strategy; they need to consider each star in light of the other 
cast members that have signed on to the project. 
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This result is compatible with the idea of complemen- 
tarity among high-quality inputs—for example, because a 
better leading actress induces a better performance from the 
leading actor. The observation that A-list talents work with 
one another on film projects more commonly than would 
result from random assignment (Baker and Faulkner 1991) 
is in line with this view. The result also corresponds with 
the so-called O-rings theory, which states that every input 
needs to perform at least up to some level of dedication and 
proficiency to result in a work of unified quality. Named 
after a key component on the space shuttle Challenger 
whose failure contributed to the shuttle’s explosion, this 
concept reflects a core property of multiplicative production 
processes; namely, an output’s quality depends on all inputs 
performing up to some standard (Caves 2003; Kremer 
1993). 

These findings draw attention to Alchian and Demsetz’s 
(1972) classic team problem: Filmmaking is essentially a 
team effort that brings together a range of creative workers, 
and identifying and rewarding the relative contribution of 
the individuals involved 1s intrinsically difficult because the 
product is not a sum of separable outputs of each member 
(see also Lampel and Shamsie 2003). Rather, one member’s 
expected contribution to a project is a function of the 
strength of the other talent working on that project. These 
interdependencies severely complicate talent recruitment 
and compensation decisions. 

By uncovering an interaction effect among the contribu- 
tions of team members, this study contributes to the group 
dynamics literature and builds on Tziner and Eden’s (1985) 
work. Although more work is needed to understand the fac- 
tors that create contexts in which high-ability members per- 
form better in the presence of other high-ability members, 
the highly integrative nature of the film production 
process—the tasks of cast members require a close synchro- 
nization and are impossible to complete or evaluate in isola- 
tion—may be a key driver of this interaction effect. In this 
study, it occurs for different types of group members’ “abil- 
ities” (or, specifically, for both economic and artistic reputa- 
tions), thus shedding light on the importance of status in 
group settings. 

Important avenues for further research remain. First, 
especially if the objective is to develop recommendations 
for talent compensation schemes, a logical extension would 
be to examine both the impact of stars using data on movie- 
level profits—ideally talent salaries, profit shares, and other 
fees—and the optimal compensation mix from the perspec- 
tive of the studios that employ stars (see Chisholm 1997). A 
second avenue might be to take the perspective of the stars 
themselves and to investigate what determines a star’s life 
cycle as well as how stars can best manage their careers for 
success (see Eliashberg, Elberse, and Leenders 2006). Evi- 
dence shows that the length of star actors’ careers has 
decreased significantly since the mid-1960s, the competi- 
tion for roles in big-budget movies has intensified, and the 
process of bringing together creative talent has become 
more difficult with the breakdown of the system of long- 
term studio contracts for talent (Lampel and Shamsie 2003; 
Miller and Shamsie 1996). Given that the odds are stacked 
against success, actors should embrace insights that can 


help them better manage their careers and find the right bal- 
ance in their efforts to improve their economic and artistic 
reputation. Third, although one of this study’s strengths is 
to allow for a broad definition of stardom, the study leaves 
open the question of why some actors are bigger stars than 
others. Some stars may simply have superior skills that help 
raise the quality of a movie and therefore improve the odds 


of box office success, whereas others may be better (or per- 
ceived as better) at helping advance movies through the 
development process and secure free publicity, investments, 
or other types of commitments (see Ackman 2002, 2003). 
Further research could explore each of these aspects, thus 
advancing knowledge on the origins of stardom (e.g., Adler 
1985; Rosen 1981). 
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Kent Grayson 


Friendship Versus Business in 
Marketing Relationships 


Although combining friendship and business In the same relationship can be beneficial, ЇЇ can also create conflict. 
A source of this conflict is incompatible relational expectations. True friends are expected to be unmotivated by 
benefits that can be used beyond the relationship (e.g., money, status), whereas business partners are, by 
definition, at least partly motivated by these more “Instrumental” concerns. Using a role theory framework and data 
collected from a survey of 685 direct-selling agents, this article reports evidence that a conflict between friendship 
and instrumentality can undermine some of the business outcomes that friendship might otherwise foster. It also 
suggests that this conflict is more severe for friendships that become business relationships than for business 
relationships that become friendships. Study conclusions do not suggest that friendship is entirely "bad" for 
business and, instead, propose that friendship's influence can be both positive and negative. 


Т: notion that business relationships can become 
friendships (or vice versa) is not new to marketing 
research (Brown 1950; Cassady 1946). Several stud- 
ies have specifically examined the causes and effects of 
combining friendships with business relationships, and 
many suggest that, in general, the effects are positive 
(Beatty et al. 1996; Frenzen and Davis 1990; Haytko 2004; 
Johnson and Selnes 2004). However, some of these same 
articles (Beatty et al. 1996; Haytko 2004), as well as several 
others (Heide and Wathne 2006; Krugman 1958; Price, 
Amould, and Tierney 1995), have noted that combining 
friendships and business relationships can also create poten- 
tial conflict. Because friendships and business relationships 
frequently co-occur (Beatty et al. 1996; Biggart and Casta- 
nias 2001; Granovetter 1985; Halpern 1997; Haytko 2004; 
Ingram and Roberts 2000; Johnson and Selnes 2004; Price 
and Arnould 1999; Uzzi 1996), examining the potential 
negative effects of their co-occurrence is important. 

Two articles in marketing (Heide and Wathne 2006; 
Price and Arnould 1999) have paid special attention to the 
conflict between friendships and business relationships. 
Although each uses a different research approach—Heide 
and Wathne’s (2006) is theoretical, and Price and Arnould’s 
(1999) is empirical—both build on the premise that the nor- 
mative expectations associated with friendships can conflict 
with those associated with business relationships. However, 
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research on this topic is still relatively nascent, and the 
potential effects of this conflict are not yet fully understood. 
For example, although Price and Arnould document the 
existence of a conflict between friendships and business 
relationships and find that some people habitually attempt 
to avoid it, their study leaves open the possibility that only a 
minority of customers are particularly sensitive to the con- 
flict and does not address whether this affects business 
outcomes. 

In this article, I examine the potential conflict between 
friendships and business relationships by presenting an 
empirical test of whether this conflict can have an effect on 
business outcomes. The results of this test, which are based 
on survey data from 685 direct-selling agents, provide evi- 
dence that this conflict can have a negative impact on busi- 
ness outcomes. They also suggest that when friendships 
become influenced by business role expectations, the 
effects are stronger than when business relationships 
become influenced by friendship role expectations. Impor- 
tantly, this study's findings do not lead to the additional 
conclusion that friendships are entirely *bad" for business. 
Instead, they shed light on how and why the effects of 
friendship on marketing can be both positive and negative. 


Social Roles and Role Conflict 


This article uses a role theory perspective to analyze and 
understand the conflicting orientations of friendships and 
business relationships. Several previous studies in market- 
ing have also applied this framework (Arnett, German, and 
Hunt 2003; Atuahene-Gima and Li 2002; Schewe 1973; 
Singh 2000; Smith and Barclay 1997; Solomon et al. 1985; 
Walker, Churchill, and Ford 1977), including Heide and 
Wathne's (2006) recent analysis of friendships and business 
relationships. Role theory is based on the premise that 
effective social interaction depends on a shared understand- 
ing of relationship rules—that is, the behaviors that are 
(in)appropriate for different people in different social situa- 
tions (Biddle 1986; Heide and Wathne 2006; Michaels, Day, 
and Joachimsthaler 1987; Sarbin and Allen 1968). For 
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example, the list of expected (and forbidden) behaviors for 
customers and salespeople at JCPenney is somewhat differ- 
ent than the list at Brooks Brothers, and smooth sales inter- 
actions depend in part on whether customers and sales- 
people in each location have a common list for each role 
(Solomon et al. 1985). The following subsections summa- 
rize aspects of the role theory framework that are particu- 
larly relevant to the potential conflict between friendship 
and business roles. 


Flexibility In Role Enactment 


Each social role encourages people to meet (and/or abstain 
from) a core set of critical role behaviors and leaves room 
for individual discretion on other behaviors (Biddle 1979; 
Levinson 1958; Sarbin and Allen 1968). To use an example 
from Gross, Mason, and McEachern's (1958, p. 60) 
research, the role of school superintendent may strongly 
encourage attendance at school board meetings but may 
have no specific guidelines for attending meetings of the 
state superintendancy association. Furthermore, rather than 
narrowly pinpointing these critical role behaviors, role 
expectations “define the limits or range of tolerated behav- 
ior’ (Schewe 1973, p. 33; see also Goffman 1961; Sarbin 
and Allen 1968; Zurcher 1981). For example, the role of 
superintendent may be flexible in terms of how superinten- 
dents should participate in school board meetings. 

A consequence of this behavioral flexibility is that the 
enactment of social roles is not a binary phenomenon. 
People can be viewed as performing all, some, or none of a 
role’s critical behaviors. Furthermore, to the extent that 
people perform these critical behaviors, they can perform 
them in different ways, each of which will be viewed as 
being more or less role appropriate. Role performances are 
not judged as either succeeding or failing but rather as 
meeting (or falling short of) expectations to a greater or 
lesser degree. Therefore, it is useful to view roles as “fuzzy 
sets” (Montgomery 1998, 2000). 


Role Conflict 


People are asked to play several different social roles in 
their daily lives, many of which do not conflict with one 
another (Arnett, German, and Hunt 2003; Goode 1960; 
Sarbin and Allen 1968; Zurcher 1983). However, they can 
also find themselves in situations in which sufficiently 
meeting the core expectations of one role means falling 
short of the core expectations of another (Halpern 1994; 
Heide and Wathne 2006; Montgomery 1998; Perrewé et al. 
2004; Price and Arnould 1999; Rothbard 2001). This results 
in “role conflict" (Gross, Mason, and McEachern 1958, p. 
248; Kahn et al. 1964, pp. 18-20; Montgomery 1998; 
Walker, Churchill, and Ford 1977). For example, a senior 
purchasing manager may experience role conflict if he or 
she believes that a company's demand for innovative prob- 
lem solvers conflicts with its requirement that its executives 
behave ethically (Kahn et al. 1964, p. 20). 

Because role demands are flexible, people facing role 
conflict do not necessarily need to play one role or another 
and can instead try to balance the different demands by 
enacting some behaviors but not others (Heide and Wathne 
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2006). Nonetheless, the resulting role conflict undermines 
one of the main functions of roles, which is to help people 
anticipate what behaviors are expected of them and of oth- 
ers (Biddle 1986; Michaels, Day, and Joachimsthaler 1987). 
When contradictory role requirements are imposed by a 
single relationship or context, this will "trigger doubts 
about the viability of the existing relationship roles" (Heide 
and Wathne 2006, p. 97). Thus, exchange partners spend 
more time and energy on the mechanics of appropriate 
interaction, which results in cognitive or psychological 
"strain" (Cooke and Rousseau 1984, p. 252; O'Driscoll, 
Преп, and Hildreth 1992, р. 273; Sarbin and Allen 1968, p. 
541). 

As Heide and Wathne (2006, p. 91) suggest, an aim of 
role-theoretic analysis is to identify the sources of role con- 
flicts by clearly specifying the "properties" of different 
roles—that is, how roles differ in terms of their expected 
behaviors, activities, and decision-making patterns. In this 
spirit, I examine Price and Arnould's (1999) proposition 
that a cause of the conflict between business relationships 
and friendships is that the expectations of the former 
encourage an instrumental orientation whereas those of the 
latter encourage an exclusively intrinsic orientation. I also 
extend Price and Arnould's (1999) work by testing the 
impact of this conflict on business outcomes and by exam- 
ining whether certain kinds of role conflict are more prob- 
lematic than others. In the next section, I specify the friend- 
ship role in more detail and explain why it conflicts with the 
role expectations associated with business relationships. 


Friendship and Its Conflict with 
Business 

To define the friendship role, Price and Arnould (1999, pp. 
39-40) identify four critical properties, each of which has 
been recognized by other researchers. First, friendship is 
associated with intimate self-disclosure. Friends are 
expected to share personal problems with and to "open up" 
their lives more fully to each other (Cozby 1973; Fischer 
1982; Haytko 2004; Veltman 2004). Second, friendship is 
based on voluntary social interaction. Friends are expected 
to seek out each other's company willingly rather than to 
interact only because of bureaucratic demands or practical 
convenience (Allan 1979, 1989; Carrier 1999; De Mon- 
taigne [1580] 1910; Du Bois 1974; Fischer 1982; Haytko 
2004; Reohr 1991; Silver 1990). Third, friendship is moti- 
vated by a communal orientation, which means that the 
benefits one partner offers are not expected to incur a feel- 
ing of obligation on the other (Clark 1984; Silver 1990; 
Wolf 1966). Fourth, the friendship role includes the expec- 
tation for an exclusively intrinsic orientation. This charac- 
teristic is particularly important to the current research 
because Price and Arnould (1999) identify it as a primary 
source of the tension between friendships and business rela- 
tionships. An intrinsic relational orientation is the desire to 
maintain a relationship because of inherently enjoyable 
aspects of the relationship (Carrier 1999) and because “the 
relationship itself generates its own rewards" (Rempel, 
Holmes, and Zanna 1985, p. 98). 


Although these four characteristics co-occur in friend- 
ship, the existence of any one does not necessarily imply 
the appearance of the others. For example, people will often 
disclose intimate information to a psychological counselor 
but may not believe that spending time with this counselor 
is intrinsically enjoyable. Even if the self-disclosure process 
is uncomfortable, people may maintain a relationship with a 
counselor for the instrumental goal of coping better with 
life challenges. In such cases, intimate self-disclosure does 
not co-occur with intrinsic orientation. As another example, 
people involved in a book club may intrinsically enjoy the 
time they spend with other members, but they also may 
believe that when they provide benefits to other members 
(e.g., leading a discussion, hosting a meeting), this invokes 
the obligation that other members must provide the same 
kind of benefit. In such situations, an intrinsic orientation 
does not co-occur with a communal orientation. 

The survey used for this study assessed friendship by 
measuring all four characteristics (i.e., intimate self- 
disclosure, voluntary social interaction, communal orienta- 
tion, and intrinsic orientation). However, given the impor- 
tance of an intrinsic orientation to the current research, the 
next subsection focuses particular attention on it. 


Friendship and Its Expectation for an Exclusively 
Intrinsic Orientation 


For centuries, scholars have noted that friends are expected 
to have an intrinsic orientation. In Aristotle’s view, friend- 
ship exists on a sliding scale depending on how much the 
relationship is motivated by “wishing the other well for the 
other’s sake” (Mitchell 1997, p. 3; Schwartzenbach 1996, p. 
100). To him, the best form of friendship is one in which 
“the partners love each other for themselves, cherishing 
each other for their characters” (Pangle 2003, p. 43). This 
perspective on friendship is reinforced by contemporary 
scholarship. For friends, “it is the relation itself that is of 
greatest value” (Reohr 1991, p. 21). Friends pursue the rela- 
tionship because of each other’s “unique and irreplaceable 
qualities” (Silver 1990, p. 1476). They are “loved for them- 
selves alone” (Du Bois 1974, p. 18) and are motivated by “a 
concern for the good of the friend for his own sake” (Blum 
1980, p. 43). Some researchers have called this an expres- 
sive (rather than an intrinsic) orientation because emotional 
expressions often are what make friendships intrinsically 
enjoyable (Price and Arnould 1999; Wolf 1966). 

When scholars note that the friendship role necessitates 
an intrinsic orientation, they frequently emphasize that it 
also encourages a minimal or nonexistent instrumental ori- 
entation. Instrumentally oriented partners focus on rela- 
tional benefits that have value and use outside the relation- 
ship. For example, someone who maintains a relationship 
because it provides access to money, privileges, or social 
connections has an instrumental orientation (Blum 1980).1 
Although intrinsic and instrumental orientations often are 





lIt is useful to distinguish an instrumental orientation from an 
“exchange orientation,” which is a relational perspective in which 
“every positive or negative action by one individual [is expected 
to] be met by a similarly weighted action by the recipient” 


defined ш contrast with each other, they are also conceptu- 
alized as two separate dimensions (Du Bois 1974; Heide 
and Wathne 2006; Husman, Derryberry, and Crowson 2004; 
Rempel, Holmes, and Zanna 1985; Weitz, Sujan, and Sujan 
1986). Thus, a relationship can be both intrinsically and 
instrumentally oriented (Beatty et al. 1996; Weitz, Sujan, 
and Sujan 1986). 

However, whereas some roles can accommodate both 
intrinsic and instrumental orientations, friendship allows 
less latitude for this. Aristotle described the ideal friendship 
as one in which the partners seek only intrinsic benefits, not 
“some incidental benefit that they provide [to] each other” 
(Pangle 2003, p. 43). In Aristotle’s view, partners who seek 
benefits beyond the relationship are merely “friends coinci- 
dentally” (Koehn 1998, р. 1757) or friends "in only a trun- 
cated sense" (Pangle 2003, p. 39). Several eighteenth- 
century thinkers advanced a similar standard for true friends 
(Silver 1990). For example, Hume believed that “the moral 
quality of friendship is enhanced precisely because it 
involves matters that do not enter into 'self-interested com- 
merce" (Silver 1990, р. 1480), and Adam Smith suggested 
that the most "morally superior form of friendship" is one 
that is “unconstrained by necessity"—that is, free from the 
need to interact with each other for business purposes (Sil- 
ver 1990, p. 1481). Thus, friendship role expectations his- 
torically have been viewed as not only encouraging an 
intrinsic orientation but also discouraging an instrumental 
one. 

More recent scholarship shares this view. An ideal 
friendship “should be undertaken for its own sake rather 
than for some ulterior motive or as a means to some other 
end” (Allan 1979, p. 43) and should be “unfettered by any 
selfish or instrumental concerns” (Allan 1989, p. 13). 
Friendship is “not concerned with outcomes” (Reohr 1991, 
р. 21) and “1з threatened when one party is too clearly 
exploitative of the other” (Wolf 1966, p. 13). As Price and 
Arnould (1999, p. 39) explain, friendship is “expressive 
rather than instrumental.... [F]riendships are not generated 
or sustained for extrinsic material benefits that accrue. Per- 
ceiving that one party is sustaining a friendship for instru- 
mental purposes is likely to damage it.” In summary, 
because ideal friendships encourage a lack of instrumental- 
ity and because commercial exchange usually encourages at 
least some instrumental considerations (Bagozzi 1974; 
Kotler 1972; Mandel 2006), friendship and business create 
expectations that are likely to conflict. 





(Murstein, Cerreto, and, Mac Donald 1977, p. 543). The distinc- 
tion between instrumental and exchange orientations can be under- 
stood by recognizing that one does not imply the other. On the one 
hand, an exchange orientation does not imply an instrumental ori- 
entation. As Murstein, Cerreto, and Ozeki (1977) and Sprecher 
(1986) emphasize, people can have an exchange orientation 
toward instrumental relational benefits (e.g., money) and/or 
toward intrinsic relational benefits (e.g., expressions of love). On 
the other hand, an instrumental orientation does not necessitate an 
exchange orientation. For example, someone may seek relational 
benefits that are for use primarily outside the relationship (instru- 
mental orientation) but without feeling a need to repay these bene- 
fits when they are received (i.e., no exchange orientation). 
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Friendship and Business Outcomes 


The Positive Effect of Friendship on Business 
Outcomes 


The expectation that friendship should be intrinsically ori- 
ented does not mean that friends must refrain from doing 
utilitarian things for each other. Wishing someone good for 
his or her own sake often means helping the person in 
instrumental ways simply because it is enjoyable to do so 
(Halpern 1997). According to Reohr (1991, p. 102), “It is 
with a close relationship that one knows he or she can make 
use of the other without using him or her. A friend is glad to 
be useful.” Similarly, Allan (1979, p. 43) writes that 
“friends can quite legitimately make use of one another in 
instrumental ways without threatening the relationship, pro- 
vided that it is clear that they are being used because they 
are friends and not friends because they are being useful.” 
Therefore, it is not surprising that much empirical work on 
friendship in marketing has found that friends are more 
likely to be valuable exchange partners; that is, they exhibit 
characteristics that are likely to influence the bottom line 
positively (Johnson and Selnes 2004). For example, partly 
because of their open and helpful attitude, friends are more 
loyal business partners (Beatty et al. 1996; Price and 
Arnould 1999) and are more committed and productive 
(Haytko 2004). One goal of the current study is to replicate 

this finding. 
Hi: The more an exchange partner believes that a friendship 
exists with a business partner, the more he or she will 


behave in ways that positively influence business 


outcomes. 


The Negative Effect of the Friendship Role— 
Business Role Conflict on Business Outcomes 


Although friendship may have a positive effect on business 
outcomes, the main purpose of this study is to explore 
whether this effect is moderated downward by a conflict 
between friendship role and business role expectations. 
Because of the exclusively intrinsic expectations for friend- 
ship and the instrumental goals of business, exchange part- 
ners who are simultaneously confronted with both role 
demands can become concerned that their willingness to 
“be useful” is being exploited to the point that they are 
“being used" (Allan 1979; Reohr 1991). They become con- 
cerned that their so-called friend is taking advantage of their 
friendly willingness to be useful. When this instrumental 
perspective combines with friendship, the result is role 
conflict. 

A potentially effective strategy for reducing or eliminat- 
ing this conflict is to forgo, curtail, or terminate the devel- 
opment of relationships in which dual role expectations are 
likely to arise. This is demonstrated by Price and Arnould 
(1999, p. 50), who find that a “tension between instrumental 
and expressive goals led a significant minority of [research] 
participants to consider it inappropriate to form a friendship 
with their commercial partners.” Although theirs is the only 
empirical study in marketing that focuses explicitly on this 
conflict, other qualitative studies also have noted that this 
conflict can occur and have reported that people sometimes 
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address or avoid this conflict by separating the two role 
demands and/or keeping them from simultaneously exerting 
an influence. For example, in Halpern’s (1996, p. 1536) 
study of real-estate agents, some informants reported that 
they did not develop friendships in business because “you 
are representing your client and all that stuff can get in the 
way of your relationship.” As another example, some infor- 
mants in Beatty and colleagues’ (1996, p. 232) study of 
retail customers indicated that they did not want to build a 
friendship with a retail sales associate because it “might 
cause them to feel pressured into buying something they did 
not want.” In the same spirit, Heide and Wathne (2006) pre- 
dict that people faced with role conflict often either switch 
roles or resist the new role rather than operate with conflict- 
ing demands. 

Comparable findings also have been reported in the net- 
work marketing industry (the context examined in this 
research), whose agents often are encouraged to consider 
their friends potential customers. Pratt (2000, p. 14) notes 
that friends who are targeted by network marketing agents 
sometimes view these agents as “taking advantage of their 
existing relationships for economic gain” and therefore try 
to avoid spending time with such “friends.” This reaction is 
corroborated by network marketing agents in Lan’s (2002, 
р. 170) research, one of whom said that "[f]riends were hid- 
ing from me, like they were hiding from the plague!” 
Another network marketing agent reported to Gabbay and 
Leenders (2003, p. 527) that he did not try to recruit friends 
because “[y]ou say to yourself, will my friend think J am a 
jerk doing this? You think you’re screwing up your friend- 
ships.” Still other network marketing agents reported that 
they avoided recruiting their friends because they were 
“scared of upsetting friendships” and did not want to seem 
as if they were trying to “take advantage of close relation- 
ships” (Grayson 1996, p. 336). These qualitative results 
demonstrate that network marketing agents and customers 
can experience a conflict between friendship and business 
roles and that they sometimes manage this conflict by striv- 
ing to separate the two role expectations. 

However, when conflicting role demands exist, people 
do not always solve the problem by segregating role 
demands or curtailing the relationship. Instead, they may be 
willing to continue a relationship despite the role conflict 
(Heide and Wathne 2006). Researchers have suggested two 
related reasons for continuing a relationship that is experi- 
encing role conflict. First, people may believe that the bene- 
fits of maintaining the relationship are greater than the costs 
of weathering continued role conflict. As Goode (1960) 
explains, people make explicit or implicit decisions about 
which role conflicts they will or will not tolerate. For exam- 
ple, although some salespeople may be uncomfortable 
when a client tries to bring friendship into the relationship, 
they may still maintain the relationship because the client is 
a good customer (Haytko 2004). Second, the costs of end- 
ing the relationship may be worse than the costs of remain- 
ing in it. As Kahn and colleagues (1964) explain, functional 
and structural constraints often create high exit costs for a 
relationship. For example, a person’s decision to terminate a 
particular friendship can have negative implications for that 
person’s relationships with other friends in the relationship 


network—a cost that may keep the person from ending the 
friendship. 

It is important to reemphasize that relationships often 
function despite role conflict. Because roles are fuzzy sets, 
people can experience two competing role expectations and, 
by making compromises and trade-offs, can still reasonably 
accommodate the expectations for each role. A friend’s 
instrumental orientation can rise to the point that it negates 
the friendship, and a friendship can grow to the point that it 
makes a business relationship impossible. However, these 
are two endpoints on a continuum of possibilities in which 
conflict exists to a greater or lesser degree. This study 
examines ongoing relationships in which friendship and 
business expectations exist simultaneously, and it assesses 
the potential implications of maintaining (rather than sever- 
ing) a relationship that is experiencing these conflicting 
expectations. 

Although relationships can endure despite role conflict, 
the conflict may nevertheless have a negative effect on the 
relationship. People who continue a relationship that 
comingles friendship and business concerns may find that 
the resultant role conflict dampens some of the positive 
effects predicted in Н,. This is because role conflict creates 
cognitive strain. People experiencing role conflict find it 
difficult to know what behaviors are expected of them and 
of others (Biddle 1986; Michaels, Day, and Joachimsthaler 
1987; Sarbin and Allen 1968). According to Heide and 
Wathne (2006, p. 97), when there is role conflict, relation- 
ship roles are enacted but “in a weakened or diluted state.” 
Thus, whereas Ну predicts that friends are more likely to 
behave in ways that positively influence business outcomes, 
the following hypothesis predicts that because of the friend- 
ship role expectation for an exclusively intrinsic orientation 
and the business role expectation for an instrumental orien- 
tation, role conflict weakens this positive effect: 


Hy: The more an exchange partner experiences conflict 
between friendship role expectations and the instrumental- 
ity of business role expectations, the more the positive 
effect of friendship (predicted in H,) will be reduced. 


This conflict is not attributable merely to the simultane- 
ous presence of intrinsic and instrumental motivations. As 
suggested previously, many roles allow a combination of 
both orientations. For example, many people accept that a 
salesperson can have both intrinsic and instrumental moti- 
vations for pursuing a customer relationship (Weitz, Sujan, 
and Sujan 1986). However, this combination is less accept- 
able for friendships. Customers who believe that they have 
a true friendship with a salesperson (including not just an 
intrinsic orientation but also intimate self-disclosure, volun; 
tary social interaction, and a communal orientation) are 
more likely to experience role conflict if the salesperson 
shows evidence that he or she maintains the relationship in 
part because of commissions earned on the customer’s 
orders (Price and Amould 1999), 

In summary, in accordance with previous research in 
marketing, Н, and H; predict that friendship has a positive 
influence on business outcomes but that this effect is mod- 
erated downward to the extent that one or both partners 
have an instrumental orientation toward the relationship. 


Notably, similar results have been reported in the literature 
on workplace romances. Similar to people involved in busi- 
ness friendships, those involved in workplace romances are 
prone to suspect that their intrinsic willingness to be useful 
has been exploited to the point that they are being used 
(Foley and Powell 1989). Partners who develop romantic 
workplace relationships for a “love motive” (i.e., for the 
intrinsic benefits of companionship) demonstrate an 
increase in productivity, whereas those who also pursue 
these romances for a job-related motive (1.е., for instrumen- 
tal reasons) experience a decrease in productivity (Pierce, 
Byrne, and Aguinis 1996). This is analogous to the predic- 
tion that friendship should have a positive influence on 
business outcomes but that this positive influence should be 
moderated downward to the extent that a partner's instru- 
mental orientation is apparent. 


Do Different Relationshlps Experience the 
Conflict Differently? 


Thus far, I have not distinguished between the conflict that 
occurs when a friendship is influenced by instrumentality 
and that which occurs when a business relationship is influ- 
enced by a friendship role's exclusively intrinsic expecta- 
tions. Most previous research also does not make this dis- 
tinction. Instead, theoretical arguments about the conflict 
between friendship and business have centered on what 
happens when role demands are "simultaneously present" 
(Ingram and Roberts 2000, p. 389), not on whether one kind 
of role conflict is different from another. Other researchers 
have proposed that instrumental motives can “undercut” or 
"undermine" friendship (Kemp and Burt 1999, p. 2273; 
Rempel, Holmes, and Zanna 1985, p. 100), but they have 
not addressed whether this effect occurs only when friend- 
ships become influenced by business role demands or when 
friendship role demands try to enter business relationships. 
Still others have suggested that the simultaneous presence 
of friendship and instrumentality creates a “tension” (Price 
and Arnould 1999, p. 39; Rawlins 1989) in relationships, 
but they have not discussed whether this tension differs 
depending on whether the business role preceded the friend- 
ship. This nondirectional perspective on role conflict has 
precedent in the sociological literature. As both Gutek, 
Searle, and McEachern (1991) and O’Driscoll, Ilgren, and 
Hildreth (1992) point out, role conflict research has often 
assumed that the effect of role conflict is influenced primar- 
ily by the relative strength of simultaneous role demands, 
not by which role demand preceded the other. 

However, as Heide and Wathne (2006, pp. 97—98) note, 
relationships that begin as friendships may respond to con- 
flicting role demands differently than those that begin as 
business relationships. In their view, establishing a friend- 
ship requires such effort and time that it is difficult to turn a 
business partner into a friend. Conversely, friendships can 
evolve more easily into business relationships because 
imposing instrumentality is more likely to "trigger doubt" 
in the friendship; that is, according to Heide and Wathne, 
business relationships are more able to resist role-switching 
signals, whereas friendships are more responsive to them. 
This suggests that friendships are more sensitive to role 
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conflict than are business relationships, in part because the 
former takes longer to develop (and therefore are more rare) 
than the latter. 

Analogically similar conclusions are suggested by 
research on role conflict between work and family roles. 
Although the work role-family role conflict tends to be in 
the form of intersender (rather than intrasender) conflict and 
though there are differences between the work-family con- 
trast and the business-friendship contrast, both situations 
involve conflict between relationships that are relatively 
more substitutable (business and work) and those that are 
more valuable and rare (friendship and family). As Kossek 
and Ozeki's (1998) meta-analysis demonstrates, people tend 
to experience greater conflict when work role demands 
encroach on family roles than when family role demands 
encroach on work roles, a result that supports the premise 
that more valuable and less substitutable relationships are 
more sensitive to role conflict. In summary, there is reason 
to suspect that the conflict arising from the encroachment of 
business role expectations on friendship is more severe (and 
therefore has stronger negative consequences) than the 
encroachment of friendship role expectations on business 
relationships. 


Нз: When an existing friendship role becomes influenced by 
business role demands, the effect predicted in H, will be 
greater than when an existing business role becomes influ- 
enced by friendship role demands. 


Importantly, H4 focuses exclusively on the differential 
impact of these two kinds of conflict (and is silent about 
which type of conflict is likely to be more prevalent in the 
social or business world). It proposes that each type of role 
conflict has a negative impact on business outcomes but that 
the effect of one is stronger than the effect of the other. 


Study Context 


To test the hypotheses proposed in the previous section, it 
was necessary to identify a population of respondents who 
were likely to be experiencing various levels of tension 
between friendship and instrumentality. Surveying people 
who are primarily friends or primarily business associates 
would minimize the study's ability to detect variance in the 
tension and, therefore, to understand its effects. As men- 
tioned previously, the population ultimately selected was a 
particular kind of direct-selling agent—those who work for 
“network marketing organizations.”2 Network marketing, 





2The term “network marketing” is used by practitioners (e.g., 
Berry 1997), and it appears in academic articles (Coughlan and 
Grayson 1998; Jun et al. 2006; Kong 2001; Pratt 2000) and trade 
publications (including in publication titles, such as the Network 
Marketing Business Journal and TheNetworkMarketingTimes. 
com). Other labels are also common, including "multilevel mar- 
keting" (Clothier 1994). However, as one reviewer rightly noted, 
these labels are sometimes viewed as having negative connota- 
tions, leading some in the industry to prefer the more generic term 
"direct selling," an umbrella term that refers to both multilevel and 
single-level direct-selling organizations (Berry 1997). 
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which has been examined from various academic perspec- 
tives (Biggart 1989; Brodie, Stanworth, and Wotruba 2002; 
Coughlan and Grayson 1998; Frenzen and Davis 1990; Lan 
2002; Pratt 2000), is the most prevalent form of direct sell- 
ing, and it generates more than $22 billion in annual U.S. 
sales (Direct Selling Association 2005). Examples of net- 
work marketing organizations that have received attention 
in the academic and popular press include Amway, Herbal- 
ife, Melaleuca, Nu Skin, The Pampered Chef, and Shaklee 
(Pratt 2000; Shrager 2001; Vander Nat and Keep 2002). 
This section describes network marketing and explains why 
this distribution sector is particularly appropriate for explor- 
ing the study's research question. 

Direct selling involves selling consumer goods to pri- 
vate people in contexts in which retail selling does not usu- 
ally occur, such as in homes and workplaces (Berry 1997, p. 
xxi) Network marketing companies are a special type of 
direct-selling organization because their agents can generate 
income in two ways. They can earn commissions and retail 
profits by selling directly to retail customers, and they can 
recruit and manage their own network of sales agents (on 
whose sales they earn a commission). Those who undertake 
this second income-generating activity are often called 
“sponsors” who develop a “downline” of sales agents. 
Therefore, network marketing agents can have a relation- 
ship with both their “upline” sponsor and their “downline” 
recruits. With few exceptions, network marketing agents are 
independent contractors who make individual decisions 
about how much time to spend on their businesses. They 
also often work cooperatively by holding common recruit- 
ment meetings and sales training sessions. 

Network marketing agents are well suited for this study 
because the organizations they work for encourage them to 
use existing social networks as a pool for recruiting new 
agents (Biggart 1989; Pratt and Rosa 2003). For example, 
Yarnell and Yarnell (1998, p. 113) encourage people to 
develop a list of potential sales contacts by creating a 
“warm list” of people who know them by name (see also 
Bremner 1996; Carmichael 1993; Clothier 1994; Poe 1995). 
As a result, network marketing agents are often sponsored 
and supervised by someone who is at least a social acquain- 
tance and sometimes also a friend. In other words, as part of 
their job, network marketing agents are encouraged to intro- 
duce business role expectations into friendships (Lan 2002; 
Pratt and Rosa 2003). Therefore, they face potential role 
conflict. 

Furthermore, research on network marketing has 
demonstrated that despite this advice and encouragement, 
not all network marketing agents pursue a business strategy 
that relies primarily on an existing social network for cus- 
tomers. For several reasons, including concerns about 
upsetting friends and acquaintances, some agents instead 
decide “that the effort and potential social cost associated 
with selling to friends are too high” (Grayson 1996, p. 337) 
and that “strangers or remote friends are ‘better’ targets than 
close friends because distributors feel less pressure” (Lan 
2002, p. 170). Therefore, as Merrilees and Miller (1999) 
illustrate in their study of network marketing sales strate- 
gies, some agents deliberately focus their selling and 


recruiting efforts on people who are not friends. Nonethe- 
less, when nonfriends join a downline, their upline sponsor 
may then be interested in building a close personal relation- 
ship with them. According to Lan (2002, p. 177), some 
sponsors actively “transform their relations with fellow dis- 
tributors” by developing particularly close relationships 
with them. As one of Pratt’s (2000, p. 470) Amway infor- 
mants explained, if you “build a friendship, you build a 
directship” (a “directship” is achieved when an agent’s 
downline exceeds specific sales targets). Similarly, several 
informants reported that partly because sponsors pay such 
intense personal attention to recruits, they often naturally 
become friends (Grayson 1996). 

Thus, network marketing sometimes involves imposing 
a business role on a friendship and sometimes involves 
developing a friendship role within a business relationship. 
Because of this, studying a sample of network marketing 
relationships facilitates a test of whether friendships have a 
positive influence on business outcomes (Н), whether this 
influence is moderated downward by a conflict between 
friendship role and business role expectations (Но), and 
Whether this conflict is worse for friends faced with busi- 
ness role expectations than for business partners faced with 
friendship expectations (H3). 


Method 


Data Collection and Sample Characteristics 


Four network marketing organizations that are members of 
the Direct Selling Association allowed the inclusion of 
additional measures as part of an agent activity and satisfac- 
tion survey. One of the four participating companies wanted 
to remain completely anonymous. Among the remaining 
three, one markets vitamins and dietary supplements, one 
markets skin and beauty products, and one markets house- 
hold products. All three have been operating for more than 
15 years. At the time of the survey, each company reported 
8 distributor network size greater than 500,000 and annual 
worldwide sales greater than $500 million. The survey was 
mailed to 2850 agents, and 685 were returned, producing a 
2496 response rate, which is comparable to several similar 
survey-based studies (e.g., Doney and Cannon 1997; John- 
son, Sohi, and Grewal 2004; Kumar, Scheer, and 
Steenkamp 1995). For each company's responses, the char- 
acteristics of the first 1096 of surveys received were com- 
pared with those of the last 1096 of surveys received, and no 
statistically significant differences were found. 

To evaluate the sample of agents who responded to this 
study, it is useful to compare it with samples collected in 
three other studies on direct-selling agents: the Direct Sell- 
ing Association's (2005) annual industry survey, Brodie, 
Stanworth, and Wotruba's (2002) survey of 469 network 
marketing agents, and Wotruba's (1989) survey of 491 
agents. For this study, 7596 of respondents were female, 
compared with 7196 reported by Brodie, Stanworth, and 
Wotruba, 8296 reported by the Direct Selling Association, 
and 8596 reported by Wotruba. For this study, 62.896 of 
respondents were married, compared with 59% of Brodie, 
Stanworth, and Wotruba's respondents, 76% of the Direct 


Selling Association's respondents, and 62% of Wotruba's 
respondents. For this study, 53.696 of the respondents had 
dependent children, compared with 51.2496 of Brodie, 
Stanworth, and Wotruba's respondents. The median age of 
respondents for this study was 40, which is comparable to 
Brodie, Stanworth, and Wotruba's median age of 37.3 but is 
older than Wotruba's median age of 27. Finally, 92.196 of 
this study's respondents reported working fewer than 30 
hours, compared with 95.6% reported by Brodie, Stan- 
worth, and Wotruba, 8796 reported by the Direct Selling 
Association, and approximately 7196 reported by Wotruba. 
Taken together, these comparisons suggest that the demo- 
graphic characteristics of the sample collected for this study 
are reasonably comparable to the characteristics of samples 
collected by others. 

The next sections specify the survey items used to mea- 
sure the independent, dependent, and control variables for 
this study. Additional details on survey items appear in 
Appendix A. 


Measures: Independent Variables 


Friendship. As mentioned previously, network market- 
ing agents can have friendships with both their upline spon- 
sor and members of their downline. Therefore, the survey 
for this study measured two types of network marketing 
friendships: friendships between respondents and their 
upline sponsors and friendships between respondents and 
members of their downline. Thus, Н; and Н, were tested 
from two perspectives. One focused on individual relation- 
ships in which each respondent is the supervisee, and one 
focused on a set of downline relationships in which each 
respondent is the supervisor. To the extent that the results 
for one kind of relationship are replicated in the results for 
the other kind, this suggests a robust effect that occurs 
regardless of whether the relationship is with a supervisor 
ог a supervisee. 

To assess the level of friendship that respondents felt for 
their upline sponsor, four survey items were used, each of 
which focused on one of the four friendship characteristics 
identified previously (1.е., intimate self-disclosure, volun- 
tary social interaction, communal orientation, and intrinsic 
orientation). Intimate self-disclosure and voluntary social 
interaction were measured with items from Frenzen and 
Davis’s (1990) study of network marketing. Two new items 
measuring communal (versus exchange) orientation and 
intrinsic orientation were developed for this survey. 
Respondents rated the four items comparably (Cronbach’s 
a = .82), so each person's ratings on all four items were 
averaged to produce a measure of friendship strength. 

A respondent's friendship with his or her upline sponsor 
involves only one individual. However, because a respon- 
dent often bas friendships with several supervisees, a differ- 
ent approach was needed to measure the level of friendships 
in his or her downline. Because a network marketing down- 
line can include several people (more than 2596 of this 
study's respondents had more than 30), asking respondents 
to answer a series of questions about each downline mem- 
ber risked decreasing the response rate, with a bias against 
agents with larger downlines. More specifically, if the same 
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four items used to measure upline friendships were also 
used to measure downline friendships, a respondent with a 
one-person downline would be asked to answer only four 
questions whereas a respondent with a ten-person downline 
would answer 40 (4 x 10) questions. Thus, in line with 
McCallister and Fischer’s (1978) widely cited recommen- 
dations for addressing this problem, respondents for this 
study were instead asked to identify the number of people 
in their respective downline networks who were friends. 
Respondents were also asked to indicate the number of 
friends in their “indirect downline,” which is a network 
marketing term that refers to downline members who were 
sponsored by the respondent’s colleagues. (Although net- 
work marketing agents do not directly supervise people 
who are in their indirect downline, agents still often interact 
with them at sales and training presentations.) 

The total number of friendships in each respondent’s 
direct and indirect downline was used as a measure of 
downline friendships. Thus, agents with more downline 
friends were modeled as experiencing stronger expectations 
for an intrinsic orientation than those with fewer downline 
friends. For example, agents with five friends in their down- 
line were modeled as experiencing more friendship expec- 
tations than those with two friends. Importantly, this mea- 
sure is independent of an agent’s downline size. For 
example, someone with a downline of six people that 
included three friends was modeled as feeling the same 
friendship role expectations as someone with a downline of 
five people that included three frends, and someone with a 
downline of five people and no friends was modeled as feel- 
ing the same friendship role expectations as someone with 
no downline at all. If friendships were instead expressed as 
a percentage of total downline size, agents with one friend 
in a downline of one (100%) would be modeled as having 
greater friendship expectations than agents with four friends 
in a downline of six (66%). 

Although this alternative metric for measuring downline 
friendships reduces the likely response bias against those 
with larger downlines, it creates a potential confound. If dif- 
ferent results are found for upline and downline friendships, 
these differences could be attributed either to differences in 
measures for upline and downline friendships or to different 
effects for upline and downline friendships. Because mea- 
suring two types of friendships using two measures 
increases the likelihood of producing different results, the 
study design attempts to achieve what Lindsay and Ehren- 
berg (1993) call a “differentiated replication” (as opposed 
to a “close replication,” in which the same measures would 
be used to measure the same relationships in a different 
study). Thus, if this study produced similar results despite 
the difference in relationships and measures, it would be 
viewed as being particularly strong evidence of theory gen- 
eralizability (Farley, Lehmann, and Mann 1998; Lindsay 
and Ehrenberg 1993). 


Preexisting relationship. Respondents were asked to 
rate their relationship with their upline sponsor before they 
began using the company’s products or working as an 
agent. Responses were bimodal: 83% of respondents gave a 
score of 4 (“acquaintance”) or lower, and 79% of these 
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reported a 1 (“did not know at all"). Of the 17% of respon- 
dents who considered themselves more than an acquain- 
tance, 65% reported a 7 (“was a close friend"). Thus, this 
measure was treated as a binary variable (MacCallum et al. 
2002), in which a score less than or equal to 4 (“acquain- 
tance") was coded as 0 ("no previous friendship") and a 
score greater than 4 was coded as 1 (“previously friends"). 


Instrumentality. As a measure of instrumentality, survey 
respondents were asked to report the amount of training 
they received in the previous 12 months. Training is a useful 
proxy for instrumentality because it emphasizes how people 
can gain instrumental benefits from their network marketing 
business. Network marketing training focuses on traditional 
sales skills (e.g., making sales presentations, addressing 
consumer objections for the purpose of making a sale; see 
Cahn 2006), which primarily help the agent earn more 
money and commissions. Training sessions also often 
emphasize the material benefits that can be earned by suc- 
cessful agents, such as cars, homes, and vacations (Cahn 
2006; Pratt 2000). They also explicitly discuss how agents 
can use persuasive strategies to leverage their social rela- 
tionships in support of business success—that is, how 
instrumentality can and should be introduced into friend- 
ships (Biggart 1989; Butterfield 1985; Gabbay and Leen- 
ders 2003; Pratt 2000). Thus, the more training sales agents 
receive, the more they are likely to experience the instru- 
mental demands of their sales roles. (An important method- 
ological concern with any measure—and, in particular, 
proxy measures—is whether the pattern of results exhibited 
by the measure is open to viable alternative explanations. 
The regression analysis reported subsequently addresses an 
important alternative explanation.) 

То measure training, the survey asked respondents to 
report the average hours of monthly one-on-one training 
they received from their supervisor during the past year, the 
average hours of monthly one-on-one training they received 
during the past year from people who were not their super- 
visor, and the hours spent as a participant in group training 
sessions during the past year. For each respondent, the 
annual hours of group training were divided by 12 and 
added to the other two metrics to create an "average training 
per month" variable. 


Measures: Dependent Variables 


The hypotheses for this study focus on behaviors that posi- 
tively influence business outcomes. In light of Haytko's 
(2004) finding that friends in business are more committed 
and productive, this study focuses on (1) the amount of time 
respondents commit to their business and (2) the productiv- 
ity of the time they spend. Therefore, respondents were 
asked how much time they spent on various activities (sell- 
ing, recruiting, and network management). They also were 
asked to report the average number of recruits they person- 
ally sponsored in an average six-month period, the value of 
products they sold in an average month, and the amount of 
profit they earned in an average month. (When controlling 
for hours spent per month and size of the respondent's 
downline, these dependent variables reflect agent productiv- 
ity.) The premise of this research is that a conflict between 


friendship and instrumentality will weaken agents’ abilities 
and willingness to enact the sales role and that this will be 
evident in a decrease in the hours they work and in the pro- 
ductivity of the hours they work. 


Control Variables 


An agent’s performance depends on several additional fac- 
tors. For example, profits are likely to depend on the size of 
an agent’s downline, and recruits per month may depend on 
how experienced the agent is. Therefore, various control 
variables were measured, including the size of the respon- 
dent’s downline, tenure as an agent, and demographic 
variables (e.g., age, marital status, number of children in the 
household, gender). 


Analysis and Results 


Means, standard deviations, and correlations of study con- 
structs appear in Table 1. To test for common method vari- 
ance, the procedure recommended by Lindell and Whitney 
(2001) was used (details appear in Appendix B). Table 1 
reports the results in a manner similar to Agustin and 
Singh’s (2005) approach and suggests that common method 
variance is not a serious concern. To be analytically con- 
servative, however, a control variable for common method 
variance was included as part of the regression analysis 
(Lindell and Whitney 2001). 

Ordinary least squares regression was used to test the 
hypotheses. АП continuous measures were mean centered to 
reduce the multicollinearity that would otherwise be caused 
by the interaction terms (Aiken and West 1991). Regression 
diagnostics suggest low multicollinearity concerns: No tol- 
erance fell below either the .10 cutoff that Chatterjee, Hadi, 
and Price (2000) suggest or the more conservative .20 cut- 
off that Menard (1995) suggests. Standardized regression 
coefficients appear in Table 2. As the table shows, the 
regression analyses include control variables such as hours 
worked and size of downline, so any other significant coef- 
ficients are effects beyond these influential business factors. 

H, predicted that agents with strong feelings of friend- 
ship toward their business partners would produce better 
business outcomes than agents with weak feelings of friend- 
ship. This hypothesis was tested by examining two different 
kinds of friendships: respondents’ friendships with their 
upline sponsor and respondents’ friendships with those in 
their downline. Н; was supported for friendships between 
respondents and their downlines. It was a significant predic- 
tor of hours of network management (B = .17, t = 2.94, p< 
.01), sales (В = .14, t = 2.23, р < .05), recruits (В = .32, t= 
7.33, р < .01), and profits (В = .20, t = 4.05, р < .01). H; 
was not supported for upline-sponsor friendships (none of 
the relevant regression coefficients are significant). How- 
ever, as explained subsequently in the discussion of Figure 
1, this main effect was significantly moderated by training, 
and the data pattern suggests that friendships with upline 
sponsors have a positive effect on business outcomes, but 
only for friendships with relatively low instrumentality. 

As H, predicted, training negatively moderated the 
effect of friendships with both the upline sponsor and 
downline agents. The interaction between friendship with 


the upline sponsor and training was a significant, negative 
predictor of hours spent on selling (В = -.09, t = 2.02, p « 
.05), recruiting (В = -.10, t = 2.06, р < .05), and network 
management (В =—.15, = 3.47, р < .01), as well as of prof- 
its (В = -.09, t = 2.37, р < .05). The interaction between 
downline friendships and training was а significant, nega- 
tive predictor of hours spent on recruiting (В = —18, t = 
2.91, p < .01) and network management (В = —43, t = 7.37, 
р < .01), as well as of sales (B = —11, t 2.39, р < .05) and 
profit (B = —32, t= 5.95, р < .01). This interaction was also 
a marginally significant predictor of recruits (B = -.09, t= 
1.88, p « .10). These results provide support for the general 
proposition that a conflict between friendship and the 
instrumentality emphasized by training can undermine busi- 
ness outcomes. 

An alternative explanation for these negative inter- 
actions is that training in network marketing could be par- 
ticularly poor and that this (rather than the conflict between 
friendship and instrumentality) could cause a decrease in 
commitment and productivity. Recognizing that good train- 
ing should have a positive influence on commitment and 
productivity (Walker, Churchill, and Ford 1977), I tested 
training's main effect on the dependent variables. Contrary 
to the alternative explanation, training had a significant, 
positive main effect on hours spent on selling (B = .21, t = 
3.59, p « .01), recruiting (B = .28, t = 5.05, p « .01), and 
network management (B = .31, t = 2.94, р < .01), as well as 
a marginally significant main effect on profit (B = .09, t = 
1.86, p « .10). 

I also addressed this alternative explanation by estimat- 
ing an additional main effect and interaction. Previous sales 
training research has suggested that sales training is more 
effective for agents who believe that their products or ser- 
vices are better than the competition's (Dubinsky 1981; 
Walker, Churchill, and Ford 1977). Thus, if training is 
effective, it should have a more positive influence on those 
who are enthusiastic about a company's products and ser- 
vices than on those who are not. To test whether that was 
the case for this study, the regression analyses incorporated 
a scale that included six company-oriented measures, which 
were included in the survey by the participating companies. 
These items were previously developed on the basis of 
interviews with direct-selling agents and executives, and 
they asked respondents to agree or disagree with six state- 
ments (on a 1—5 scale) about their perceived value of the 
company and its products (Cronbach’s a = .63). As Table 2 
shows, training interacted positively with this scale as a pre- 
dictor of hours spent on selling (В = .14, t = 3.37, p < .01), 
hours spent on recruiting (B = .15, t = 4.00, p < .01), and 
sales (В = .14, t= 3.44, р < .01). Taken together, these addi- 
tional analyses suggest that the training received by respon- 
dents is effective and that poor training is not a viable alter- 
native explanation for its negative interaction with 
friendship. More training increases an agent’s commitment 
and productivity and, thus, the agent’s instrumentality, 
which is this study’s explanation for why it interacts nega- 
tively with friendship. 

Н; predicted that the conflict between friendship and 
instrumentality would be stronger for those who were previ- 
ously friends than for those who were previously in a busi- 
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ness relationship. The interaction between previous rela- 
tionship and training offers some support. It is a significant, 
negative predictor of hours spent on recruiting (В = —.10, 
t = 2.42, р < .05) and a marginally significant, negative pre- 
dictor of hours spent on selling (В = -.08, t = 1.80, p < .10). 

To understand the interaction between friendship and 
instrumentality more clearly, plots were created using mean 
splits of the independent variables. Figure 1 illustrates the 
plots for number of hours spent on recruiting, a dependent 
variable that all four of the key interactions examined in this 
study significantly predicted. Although mean splits do not 
reflect the sensitivity captured in the continuous measures 
(MacCallum et al. 2002) and though these plots reflect the 
effects of all variables together (rather than only the individ- 
ual effects of the variables identified), the figure provides a 
useful illustration of general data trends. 

All four graphs in Figure 1 illustrate the effect of train- 
ing and how it is moderated by other factors. First, Panels A 
and B illustrate (in support of Н2) the negative interaction 
between training (instrumentality) and friendship. Panel B 
suggests that agents with fewer downline friendships 
responded to more training by working more hours, 
whereas those with more downline friendships responded to 
more training by working fewer hours. Panel A suggests 
that all respondents responded to more training by working 
more hours but that the increase in hours for those with 
stronger upline friendships was less pronounced than the 
increase for those with weaker upline friendships. Both 
graphs illustrate how training (instrumentality) dampens the 
effect of friendship. 

Figure 1, Panel A, also sheds potential light on the lack 
of a main effect found for respondents’ feelings of friend- 
ship with their upline sponsor (Н!). This graph suggests that 
the significant, negative interaction between friendship and 
training is driven by friendship’s weaker effect on those 
with more hours of training (1.е., those with higher instru- 
mentality) than on those with fewer hours of training (i.e., 
those with lower instrumentality). Thus, although there is 
no main effect for friendship with the upline sponsor, it 
appears that for those with high instrumentality, friendship 
bas no effect, whereas for those with low instrumentality, 
friendship has a positive effect. Notably, this finding offers 
a potential explanation for why, in Frenzen and Davis's 
(1990) examination of direct selling, customer friendships 
with party sponsors were not a significant predictor of pur- 
chase amount. It is possible that an effect for friendship 
could have been identified if they had controlled for the per- 
ceived conflict between friendship and instrumentality. 

Figure 1, Panel C, shows the pattern predicted for H3. 
More training is associated with more hours of work for all 
respondents, but the increase for those who had a previous 
friendship with their sponsor is less pronounced than it is 
for those who did not have a friendship. Finally, Figure 1, 
Panel D, shows a positive (rather than a negative) inter- 
action. More training is associated with more hours worked 
for all respondents, but this increase is less marked for those 
with a less favorable view of the company and its products. 
This addresses a rival explanation for the other negative 
interactions by showing that training in network marketing 
is not inherently poor. 
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Conclusions and Future Research 

Directions 
This study examines the proposition that friendship in busi- 
ness achieves its effects against a backdrop of potential role 
conflict. The results suggest that a conflict between friend- 
ship and instrumentality can dampen the otherwise positive 
effects that may occur because of the friendship. These 
findings were based on surveys collected from four differ- 
ent companies, so they cannot be easily explained by the 
nature of a particular company's culture, industry category, 
or product line. These results extend Price and Arnould's 
(1999) examination of commercial friendships, which left 
open the question whether people who remain in such rela- 
tionships experience conflict, and if so, what effect this may 
have on business outcomes. As part of this extension, the 
current study measured two general types of business out- 
comes: hours spent on the business and productivity of 
hours spent. Together, downline and upline friendships 
interacted significantly and negatively with training (instru- 
mentality) for 8 of the 12 interaction coefficients estimated, 
and 1 of the remaining coefficients was marginally signifi- 
cant. This provides evidence that the conflict between 
friendship and instrumentality negatively affects business 
outcomes. Notably, of the 4 nonsignificant or marginally 
significant coefficients, 3 were predictors of productivity 
rather than hours worked. This implies that a conflict 
between friendship and instrumentality may affect commit- 
ment more than productivity, which is a potential topic for 
further research. 

This study also tested whether the conflict between 
friendship and instrumentality is more influential for rela- 
tionships that began as friendships than for those that began 
as business relationships. These results were not as robust 
as for the other tests. One coefficient was statistically sig- 
nificant and another was marginally significant. Nonethe- 
less, both coefficients were negative, offering tentative sup- 
port for the idea that friendships are more sensitive to the 
conflict than are business relationships. 

'To measure each of the two kinds of friendships (those 
between agents and their upline sponsors and those between 
agents and supervisees in their downline), I used two 
approaches. As discussed previously, using different mea- 
sures for different relationships increases the likelihood of 
producing different results, and to the extent that the results 
are similar, the test of replication is particularly robust. As 
Table 2 shows, each of the two measures interacted nega- 
tively with training (instrumentality) as a predictor of four 
of the six possible dependent variables. For three of these 
four coefficients (the predictors of hours spent on recruit- 
ing, hours spent on network management, and average 
profit earned per month), the significant, negative inter- 
action with upline friendships was replicated by a signifi- 
cant, negative interaction with downline friendships. From 
this perspective, the test of replication was relatively 
successful. 

However, the differences between the two types of 
friendships are worthy of additional consideration. For 
example, for downline relationships, a main effect for 
friendship was evident even after the interaction between 
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friendship and instrumentality was controlled for. In con- 
trast, with upline relationships, the introduction of instru- 
mentality appears to erase completely the positive effects of 
friendship in this sample (as suggested by the lack of a main 
effect for friendship and the pattern of effects in Figure 1, 
Panel B). Although one explanation for this difference is the 
dissimilar measures used (e.g., one measure could be more 
sensitive than the other), another explanation is that super- 
visees are more negatively affected than supervisors by a 
conflict between friendship and instrumentality. In light of 
research indicating that those in power are more able to 
define the terms of social interaction (Schmidt 2000), it 
seems reasonable that the (more powerful) supervisors 
would be less affected by a conflict between friendship and 
instrumentality because, for example, they are able to 
impose a balance between the two roles that makes them 
more comfortable. 

However, the study results do not entirely suggest that 
the conflict is worse for supervisees. For the three repli- 
cated interactions between friendship and training (instru- 
mentality), the negative standardized regression coefficients 
are larger for downline friendships (—.18, – 43, and —32) 
than for upline friendships (-.10, -.15, and —.09). Different 
measures could again explain these differences, but they 
alternatively suggest that supervisors are more negatively 
affected than supervisees by a conflict between friendship 
and instrumentality. Although supervisors are more organi- 
zationally powerful than supervisees, research on work- 
place romances (Powell 2001) demonstrates that social rela- 
tionships at work can create mutual dependences that 
increase power for the person who is lower on the organiza- 
tional hierarchy. Thus, both supervisors and supervisees can 
opportunistically exploit a workplace relationship (Foley 
and Powell 1999). As a result, supervisors may be more 
affected by the conflict between friendship and instrumen- 
tality because it threatens their organizationally determined 
power. The question whether supervisees or supervisors are 
more affected by a conflict between friendship and instru- 
mentality deserves further attention. 

As with Price and Arnould (1999), this article focuses on 
role conflict in relation to one dimension of friendship: the 
expectation for an exclusively intrinsic orientation. However, 
the business role could conflict with other important dimen- 
sions. For example, friendships are expected to involve inti- 
mate self-disclosure, whereas exchange partners in business 
often gain important advantages by maintaining information 
asymmetries (Desiraju and Moorthy 1997). As another 
example, friendships are expected to have a communal ori- 
entation, but business relationships often have an “exchange 
orientation” (Murstein, Cerreto, and Mac Donald 1977, p. 
544), in which partners believe that they should exchange an 
equivalent amount of resources. Instrumentality may be 
more central to the business role than these other dimen- 
sions, but this is an empirical question whose answer could 
shed useful light on both the nature of the business role and 
its likelihood of conflicting with the friendship role. 

Finally, this study used a proxy for instrumentality 
(hours of training) and modeled the conflict between friend- 
ship and instrumentality as an interaction term. It did not 
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explicitly measure the proposed mediating construct (weak- 
ened role commitment due to role conflict), and thus further 
research is needed to test these hypothesized effects more 
explicitly. 


Managerial Implications 


Network marketing companies are not the only organiza- 
tions whose tactics can foster a combination of friendship 
and instrumentality. Employees in other sectors are also 
encouraged to “treat customers like best friends” (Geller 
2006, p. 22) or to “make a friend—not a transaction” (Tan 
and Steinberg 2007, p. B6). Furthermore, across a range of 
industries, companies frequently try to capitalize on social 
relationships to achieve commercial aims. Some encourage 
their salespeople to use their friends and family networks to 
generate new business leads (Broker 2005; Huisken 2005; 
Meagher 2006), and others, including companies as large as 
Sony, Gap, and Citibank, offer customers financial incen- 
tives for referring friends and family (Bulik 2006; Mitchell 
2003; Wells 2004). Many firms also attempt to benefit by 
fostering word-of-mouth recommendations among friends 
(Hughes 2005; McConnell and Huba 2007; Sernovitz 
2006). To manage word of mouth in the Internet age, mar- 
keters are experimenting with ways to capitalize on the 
recent growth of Web sites such as MySpace.com and Face- 
book.com, which facilitate online friendship networks 
(Maughan 2007). Similarly, some companies are fostering 
word-of-mouth referrals by encouraging customers to mine 
their e-mail lists, an approach that has spawned 2005’s 
fastest-growing category of the online advertising business 
(Bulik 2006). 

As emphasized previously, this article’s findings about 
the conflict between friendship and instrumentality should 
not lead to the conclusion that efforts to capitalize on 
friendship are always ill-advised (particularly because evi- 
dence suggests that they can enhance sales and profitability; 
see Harris 2004; Meagher 2006; Tschorn 2003). Instead, 
this study adds to growing evidence (e.g., Price and Arnould 
1999) that if customers view these tactics as creating a con- 
flict between friendship and instrumentality, companies 
may weather costs in addition to benefits. For this study’s 
sample, these costs included agents who spent less time 
working and whose time was less productive. More gener- 
ally, the findings reported in this study indicate that incen- 
tivizing customers to refer their friends may attract new 
business but may also dampen future customer commitment 
and negatively affect customers’ relationships with mem- 
bers of their social network. In summary, the role of friend- 
ship appears to be more complex than merely helping or 
hurting business. Depending on how it is managed, it may 
simultaneously facilitate and hinder exchange. 

There are at least two tactics that companies use to man- 
age the perceived conflict and thus reduce the potential 
costs. On the one hand, companies that want to strengthen 
existing business relationships can do so without invoking 
friendship norms—that is, by fostering some, but not all, of 
the relational attributes that define friendship. In the words 
of one manager, good business relationships should exhibit 


trust and mutual respect, but “this doesn’t mean we have to 
always be best friends" (Sedam 2006, p. 30). On the other 
hand, companies that want to introduce instrumentality into 
friendships can draw attention away from the extrinsic 
benefits that exchange partners are getting. For example, 
many network marketing companies reframe instrumental 
activities as being primarily intrinsically motivated. As Big- 
gart (1989, p. 116) reports, Mary Kay consultants assert that 
they do not sell cosmetics (they “teach skin care"), and A.L. 
Williams agents say that they do not sell insurance (they 
“win another battle against the whole life insurance indus- 
try"). Network marketing manuals also frequently reframe 
selling as "sharing" good products and ideas with friends 
(Carmichael 1993, р. 13; Clothier 1994, pp. 111-12; Poe 
1995, pp. 124-25). 

For a similar example, consider Procter & Gamble's 
(P&G's) Tremor and Vocalpoint programs, which recruit 
influential teens and mothers to promote products to their 
friends in return for coupons, free gifts, and preferential 
treatment from retailers (Neff 2006). The potential conflict 
created by these extrinsic rewards is not lost on participants, 
who sometimes feel awkward playing a sales role with 
friends (Wells 2004). To minimize these perceived conflicts, 
program members are not paid money for their participa- 
tion, a reduction in instrumentality that managers view as 
being essential to the program's success (Wasserman 2005). 
In addition, as with network marketing companies, P&G 
deemphasizes instrumental benefits by describing its pro- 
grams as a way to expose interested consumers to new ideas 
(Singh 2002) and encourage them to "share" these ideas 
with their friends (Wasserman 2005). 

Some may view these reframing tactics as a cynical or 
deceptive attempt to mask instrumentality (Neff 2006), but 
this is not necessarily so. Given the authentic zeal demon- 
strated by network marketing agents (Biggart 1989) and the 
legitimate consumer enthusiasm expressed for programs, 
such as P&G's (Wells 2004), company emphasis on intrin- 
Sic benefits often may reflect an underlying truth. Ulti- 
mately, whether friendship and business conflict in a rela- 
tionship depends in great part on how the individual 
exchange partners decide to define the terms of exchange 
(Deighton and Grayson 1995). However, broader social 
norms also play a role. In the United States, these norms 
include proscriptions against the misuse of social relation- 
ships for commercial gain, which places limits on how 
much a company can recast its instrumental intentions. For 
example, the Federal Trade Commission (along with pro- 
fessional associations, such as the Better Business Bureau 
and the Word of Mouth Marketing Association) advises that 
people who earn instrumental benefits as a result of endors- 
ing a product within their social network must disclose their 
relationship with the company when they endorse the prod- 
uct (Neff 2006). Thus, managers who implement tactics that 
commingle friendship and business must be sensitive not 
only to the potentially damaging relational conflicts that 
can ensue but also to the ethical and regulatory concerns 
that minimizing these conflicts can sometimes introduce. 


Appendix A 
Key Study Measures 

The wording for many of the subsequent items differed 
marginally from company to company, depending on, for 
example, how the company refers to its sales agents, spon- 
sors, downline, and so on. For all questions, an option was 
available for respondents to indicate “don’t know/not 
applicable." Instances in which respondents used this 
response option represent less than one 196 of total 
responses, and these missing data were replaced with the 
mean sample response for that item. 


Friendship with Upline Sponsor 


«Introduction: Consider the person in your upline with whom 
you have had the most contact as an agent, and whom you 
consider to be your key upline contact. We will refer to this 
person as your "sponsor." This may be the person who intro- 
duced you to [company name] but not necessarily. 

Intimacy (Frenzen and Davis 1990): Suppose you were fac- 
ing a difficult PERSONAL problem. How likely is it that you 
would discuss this problem with your sponsor? Seven-point 
scale (1 = “would definitely NOT mention it," 4 = “might 
mention it, might not,” and 7 = “would definitely mention 
it”). 

Voluntary social interaction (Frenzen and Davis 1990): How 
likely is it that you would spend a free afternoon with your 
sponsor? Seven-point scale (1 = “would definitely NOT 
spend a free afternoon,” 4 = “might spend a free afternoon, 
might not,” and 7 = “would definitely spend a free 
afternoon”). 

*Communal/exchange orientation (new measure): How much 
of an obligation do you feel to your key upline’ contact to 
have a successful business? Seven-point scale (1 = “no oblig- 
ation at all,” 4 = “a moderate obligation,” and 7 = “a very 
strong obligation"). 

*Intrinsic orientation: My sponsor truly cares about me and 
not just my business. Seven-point scale (1 = "strongly DIS- 
agree," 4 = “neither agree nor disagree,” and 7 = “strongly 
agree”). 


Friendship with Direct and Indirect Downline 
(McCallister and Fischer 1978) 


*Sometimes the people we work with are friends rather than 
just business associates. At this point in time, how many (if 
any) people in your direct downline would you consider to be 
friends? 

*Sometimes the people we work with are friends rather than 
just business associates. At this point 1n time, how many (if 
any) people in your indirect downline would you consider to 
be friends? 


Preexisting Relationship (New Scale Item) 


*How would you describe your relationship with your sponsor 
before you began using [company name] products or working 
as an agent? Seven-point scale (1 = “did not know him/her at 
all" 4 = “he/she was an acquaintance,” and 7 = “he/she was а 
close friend"). 


Instrumentality/Amount of Tralning (New Scale 
Items) 


•Оп average, how many hours of ONE-ON-ONE training do 
you currently receive PER MONTH from your sponsor? 
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*Оп average, how many hours of ONE-ON-ONE training do 
you currently receive PER MONTH from people who are 
NOT your sponsor? 

*Approximately how many hours of GROUP TRAINING 
SESSIONS do you attend per year? 


Business Outcomes (New Scale Items) 


Introduction. Your business is likely to involve at least 
one of the following activities: retail selling, which is per- 
sonally selling products to someone who is going to use 
them; recruitment, which is personally telling others about 
the business for the purpose of encouraging them to become 
part of your downline; and network management, which is 
educating, training, and motivating individuals in your 
downline and helping them to do their activities better. 
People spend their time in different ways. Please answer the 
following questions about your business activities. If none, 
please write “0” in the box. 

«About how many hours per month do you spend on 

RECRUITMENT AND RETAIL SELLING? 
*About how many hours per month do you spend on NET- 
WORK MANAGEMENT? 
*You indicated above that you spend a certain amount of hours 
- per month on recruitment and retail selling put together. Sell- 
ing and recruitment are often accomplished at the same time, 
but please use your best judgment to estimate approximately 
what percent of this time is spent on retail selling only. 
Approximately what percent of this time is spent on recruit- 
ment only? (Note these two numbers should add up to 
10096.) 
*On average, how many new agents do you PERSONALLY 
RECRUIT AND SIGN UP in SIX months’ time? 

•Оп average, what is the total wholesale value of products that 

you PERSONALLY SELL to retail customers per month? 

*On average, how much profit do you personally GROSS per 

month from your business (including profit from retail sales)? 


Percelved Value of the Company and Its Products 
(Items Developed by Survey Sponsors) 
*Generally speaking, the executives at [company name] really 
understand MY NEEDS and those of MY FELLOW 
AGENTS. Five-point scale (1 = "strongly DJSagree,” 3 = 
“neither agree nor disagree,” and 5 = "strongly agree"). 
*Generally speaking, the executives at [company name] really 
understand MY NEEDS OF RETAIL CUSTOMERS. Five- 
point scale (1 = "strongly DISagree,” 3 = "neither agree nor 
disagree,” and 5 = “strongly agree"). 
*[Company name]'s product QUALITY is very good. Five- 
point scale (1 = “strongly DISagree;" 3 = “neither agree nor 
disagree,” and 5 = “strongly agree”). 


*[Сотрапу name]’s product RANGE is too narrow. Five-point 
scale (1 = “strongly DJSagree,” 3 = “neither agree nor dis- 
agree,” and 5 = “strongly agree”). (Reverse scaled) 

«(Company name]’s PACKAGING ıs very effective. Five- 
point scale (1 = "strongly DISagree;" 3 = "neither agree nor 
disagree,” and 5 = “strongly agree”). 

*[Company name]s PRODUCT BROCHURES are very 
effective. Five-point scale (1 = "strongly DISagree,” 3 = "nei- 
ther agree nor disagree," and 5 = "strongly agree”). 


Appendix B 
Common Method Variance Tests 
and Adjustments 


To test for common method variance, a scale from the sur- 
vey was selected that is theoretically unrelated to at least 
one scale used in the analysis and therefore served as an 
“MV marker" (a proxy for method variance) (Lindell and 
Whitney 2001). This MV marker was a three-item scale that 
asked respondents to report their success with traditional 
advertising (e.g., newspaper advertising, leaflets, direct 
mail; Cronbach's a = .80). The lowest positive correlation 
(r = .01; see Table 1) between this scale and one of the 
criterion variables (friendship with upline sponsor) was 
selected as the best estimate of MV (Lindell and Whitney 
2001, p. 118), and the correlations among study constructs 
were adjusted as follows: 


а тоу” 


where г, is the correlation between constructs і and j and гр 
is the MV adjustment. Table 1 reports results in a manner 
similar to Agustin and Singh (2005). The statistical signifi- 
cance of the adjusted correlations was determined as (Lin- 
dell and Whitney 2001) 


t 247 д 
"зн-з 2,0-3) 


A comparison of the correlations above and below the diag- 
onal in Table 1 shows that only 2 of the 40 significant cor- 
relations become nonsignificant after adjustment. These 
diagnostics suggest that common method variance is 
unlikely to be affecting a large majority of the results. How- 
ever, because they also imply that a small minority of rele- 
vant study correlations may be influenced by common 
method variance, the MV proxy was included as a control 
measure in the regression analysis to minimize method bias 
concerns further. 
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De Liu, Xianjun Geng, & Andrew B. Whinston 


Optimal Design of Consumer 
Contests 


А consumer contest is a sales promotion technique that requires participants to apply certain skills as they compete 
for prizes or awards. This article is the first to employ a game-theoretical approach to investigate consumer contest 
design issues, including prize structure, segmentation, and handicapping. First, the authors find that both skill 
distribution and the number of contestants play an important role in determining the optimal prize structure In 
consumer contests. Specifically, If the skill distribution has the increasing hazard-rate property, it is optimal for a 
marketer to use a winner-take-all design. In large contests, for the winner-take-all approach to be optimal, it suffices 
to have the increasing hazard-rate property only at the high end of the skill distribution. Second, Increasing contest 
size Is beneficial to the marketer. Third, a less dispersive skill distribution leads to higher consumption by 
consumers at all skill levels and thus is beneficial to the marketer. The marketer may achieve less dispersive skill 
distributions by (1) segmenting or screening contestants according to their skill levels and (2) adopting a 


performance evaluation scheme that handicaps high-skilled contestants. 


consumer contest is a sales promotion technique that 

requires participants to apply certain skills as they 

compete for prizes or awards. For example, several 
wireless carriers in Europe and Japan hold contests among 
players in а cell phone-based trivia game called Mobile 
Millionaire, which resembles the television show “Who 
Wants To Be a Millionaire?" except it is played with short- 
message service (SMS) or wireless application protocol 
(WAP). In Mobile Millionaire, players who obtain the high- 
est scores using the shortest time during a given period 
(e.g., a month) are declared winners and, in most cases, are 
awarded with prizes up to tens of thousands of dollars. 
Sports nutrition specialist EAS organizes Body-for-LIFE 
Challenge, an annual fitness contest with $1,000,000 cash 
prizes that are awarded on the basis of people's before-and- 
after photographs and their essays about their "inner trans- 
formation" during the 12-week contest period. Two charac- 
teristics set consumer contests apart from other sales 
promotion techniques. First, consumer contests are skill 
based; that is, skill must play a significant role in determin- 
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ing performance. In the first example, skill is the contes- 
tants’ knowledge, and in the second example, it is the con- 
testants’ athleticism. Thus, “lotterylike” contests in which 
winning is predominately determined by chance! and 
chance-based prize promotions, including games of chance, 
lotteries, and sweepstakes, are not consumer contests.? Sec- 
ond, consumer contests reward consumers on the basis of 
their relative performance. Thus, programs that reward con- 
sumers on the basis of absolute criteria, such as frequent- 
flier programs and price discounts, are not consumer 
contests. 

Marketers use consumer contests for various reasons, 
including increasing overall consumption, encouraging tri- 
als, and gaining publicity. This article mainly focuses on the 
first objective—that is, increasing overall consumption of 
products and services. Consumer contests are common 
among marketers that provide products and services that 
enhance contestants’ performance. For example, in Mobile 
Millionaire, consumers gain higher scores by playing more 
games, which leads to increased consumption of text- 
message service (in the SMS version) or wireless data ser- 
vice (in the WAP version).3 In the Body-for-LIFE Chal- 
lenge example, EAS’s sports nutrition products, including 
Myoplex, Body-for-LIFE, and AdvantEDGE, help con- 
sumers achieve their fitness goals.4 Such consumer contests 
are extremely popular in the high-growth online and wire- 





1Еог example (Kalra and Shi 2002), Folger’s coffee advertised a 
contest in which consumers who could correctly identify a singer 
who regularly drinks Folger’s would be entered into a drawing; the 
answer was provided in an advertisement on the same page. 

2Federal law views promotions 1n which the outcome is deter- 
mined by chance, in which the entry requires some form of con- 
sideration (e.g., purchase), and in which the winner is awarded a 
prize as lotteries. With rare exceptions, lotteries are illegal. 

3In Europe and Japan, where this mobile game is most popular, 
consumers pay a per-message fee (in the SMS version) or per- 
minute fee (in the WAP version). 

4RAS requires contest participants to use at least one EAS 
product. 
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less entertainment industry (Liu, Geng, and Whinston 
2007).5 Informa Telecoms and Media (2005) estimates that 
the total revenue of the wireless entertainment industry 
exceeded $15 billion in 2005 and will reach $42 billion by 
2010. Consumer contests are viewed as one of the most 
effective means of inducing usage in the wireless entertain- 
ment industry (Travish and Smorodinsky 2002). Consumer 
contests are also increasingly used by Web sites to increase 
users’ staying time and/or number of visits (Hamman 
2000), which often lead to more sales or more advertising 
revenue. 

Several design issues arise in a consumer contest. The 
first set of issues, which we call the “prize structure,” 
involves how many prizes should be offered and how the 
total award should be allocated among them. Various prize 
structures can be observed in business practice. For exam- 
ple, carriers of Mobile Millionaire use various prize struc- 
tures (Table 1), whereas Body-for-LIFE Challenge uses a 
winner-take-all design. The second set of issues, which we 
call “contest structure,” involves whether and how to seg- 
ment the consumer population, how to choose a perfor- 
mance evaluation criteria, and whether to handicap high- 
skilled consumers. Marketers use different contest 
structures. For example, carriers in Japan have designed 
four stages—normal, bronze, silver, and gold—so that play- 
ers compete against similarly skilled people in the same 
stage. Conversely, European carriers run either one contest 
for all players or two separate contests for SMS and WAP 
platforms. These stylized observations raise the question of 
how marketers should optimally design a consumer contest 
to induce maximal aggregate consumption from contest 
participants. The objective of this article is to provide mar- 
keters with guidelines on contest design issues regarding 
prize and contest structures. 

In light of the preceding discussion, we study a one- 
period model of a consumer contest in which consumers’ 
performance is a multiplicative function of their skill and 
consumption, and winners are determined by rank order of 
performance. The central issue for the monopolistic mar- 
keter is to choose an optimal design for the contest to maxi- 
mize the participants’ collective consumption. Under this 
framework, we derive several implications for prize and 
contest structures. 

First, we find that skill distribution and the number of 
contestants play an important role in determining the opti- 
mal prize structure in consumer contests. If the skill distrib- 
ution has the increasing hazard-rate (IHR) property, it is 
optimal for the marketer to use a winner-take-all design. 
Intuitively, the IHR property ensures that competitiveness 
increases in skill level; thus, high-skilled contestants will 
compete harder and consume more for the same expected 
prize than low-skilled contestants. As a result, the winner- 
take-all design, which is in favor of high-skilled contestants, 
is optimal. Moreover, in large contests, for the winner-take- 
all design to be optimal, it suffices to have the IHR property 


*Other examples of consumer contests in mobile entertainment 
include Tetris(R) Mobile Championship Competition and Ms. Pac- 
Man for Prizes, both of which are offered by InfoSpace Mobile, 
and Spot the Ball, which is offered by Planet Text. 


TABLE 1 
Prize Structures Used In Mobile Milllonaire 


Country 


Czech 
Republic 





Prizes 


First: $26,511 
«Second: a voucher for $1,325 
for a vacation of winner's cholce 


Carrier 
Eurotel 


Ireland Eircell — «Flrst-tenth: £1,000, £500, £250, 
£125, £64, £32, £20, £20, £20, 


£20 (in Ireland pounds) 


United 
Kingdom 


Vodafone First: A millionalre weekend for 
two in Monte Carlo; prize worth 
£10,000 (US$14,736), £500 
(US$736) shopping money, 
£500 gaming chips to play in 
the Monte Carlo casino, and 
dinner with a VIP ticket to a 
nightclub show 

*Second-tenth: A bottle of Moet 
et Chandon Champagne and 
the WWTBAM board game 


United 
Kingdom 


Orange  *First: prizes differ every month 
but do not exceed £2,000 


(US$2,497) 


*First: AU$10,000 (US$4,873) 
*Second-tenth: AU$1,000 
(US$487) 


Mobistar First: A millionaire weekend for 
two people worth approximately 
BE200,000 francs (US$4,500), 
including a hellcopter filght, use 
of a sports car, and luxury hotel 


Australia Telstra 


Belgium 


Chlle Entel PCS *First-tenth: $13,900, $6,900, 
$3,500, $1,700, $830, $415, 
$280, $210, $140, and $70 


Notes: Prize data are based on the information on mobile operators’ 
Web sites and marketing materials. 


only on the high end of the skill distribution. This is 
because in large contests, low-skilled contestants’ winning 
chances are too low to be consequential in the marketer’s 
total profit. We also find that if a marketer’s objective is to 
maximize total participation, the resultant optimal prize 
structure is different; in this case, offering many small 
prizes is usually better than offering a single prize (as in the 
winner-take-all design). 

Second, increasing contest size is beneficial to the mar- 
keter. Increasing the number of contestants has two oppo- 
site effects. First, more contestants may consume more; sec- 
ond, each contestant may consume less because of the 
existence of more rivals. We show that the first effect domi- 
nates the second one. 

Third, to our knowledge, this is the first study to find 
that the equilibrium consumption is negatively correlated 
with the dispersiveness of the skill distribution. In particu- 
lar, as the skill distribution becomes less dispersive (the gap 
in skill levels between any two quantiles becomes smaller), 
the equilibrium consumption increases across all skill lev- 
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els. Both the dispersiveness and the IHR condition are 
related to competitiveness, but they are from different 
angles. That is, a decrease in dispersiveness ensures that 
competitiveness increases across all skill levels, whereas the 
IHR condition ensures that competitiveness increases from 
low to high skill. 

The dispersiveness result, together with the effect of 
contest size on marketer’s profits, has many practical impli- 
cations for contest design. A marketer may achieve a less 
dispersive skill distribution through screening or segment- 
ing contestants. For example, in some markets, players in 
the Mobile Millionaire game are divided into gold, silver, 
and bronze groups according to their demonstrated skills. 
Alternatively, a marketer can also achieve the effect of a 
less dispersive skill distribution by increasing the marginal 
rate of substitution of consumption for skill. Doing so 
essentially “handicaps” the high-skilled consumers. For 
example, in the Body-for-LIFE Challenge, a bodybuilder’s 
performance is not evaluated by his or her final body fitness 
but rather by the difference between his or her body fitness 
before and after the contest. Thus, the challenge reduces the 
advantage of more athletic contestants. 

We organize the rest of the article as follows: We review 
related literature and then set forth our model. Our model 
analysis proceeds in two parts: First, we derive consumers’ 
equilibrium and analyze the optimal prize structure, and 
second, we examine contest structure. We then discuss the 
managerial implications, the limitations of our research, and 
possibilities for further research. 


Related Literature 


A consumer contest is one kind of consumer promotion that 
product manufacturers and service providers use to target 
consumers directly (Neslin 2002). Previously addressed 
consumer promotions include coupons (Gerstner and Hess 
1995; Reibstein and Traver 1982), rebates (Soman 1998), 
and reward programs (Kopalle and Neslin 2003). The con- 
sumer contest is distinct from these promotions because it 
provides incentives on a relative rather than an absolute 
basis. In addition to providing utilitarian benefits, such as 
prizes, consumer contests may provide hedonic benefits, 
such as entertainment value (Chandon, Wansink, and Lau- 
rent 2000). Consumer contests are considered particularly 
useful in generating deep consumer involvement (Feinman, 
Blashek, McCabe 1986; Kotler 1999). 

This article is one of the first to study design issues in 
consumer contests. To the best of our knowledge, Ward and 
Hill (1991) provide the only other attempt to address con- 
sumer contest design issues. Unlike our game-theoretical 
approach, however, Ward and Hill draw on cognitive and 
social psychology to recommend contest designs. 

Our research on consumer contests also contributes to 
the broader literature on contests, in which game-theoretical 
modeling is a major analytical tool. These include rank- 
order tournaments (Lazear and Rosen 1981; Nalebuff and 
Stiglitz 1983), sales contests (Basu et al. 1985; Kalra and 
Shi 2001), rent seeking (Tullock 1981), lobbying (Baye, 
Kovenock, and De Vries 1993), research-and-development 
(R&D) tournaments (Che and Gale 2003; Fullerton and 
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McAfee 1999; Taylor 1995), and patent races (Dasgupta 
and Stiglitz 1980). Baye and Hoppe (2003) show a strategic 
equivalence among rent seeking, patent races, and R&D 
tournaments. Consumer contests differ from other types of 
contests in design objectives. In most other contests, 
designers take direct interests in contestants’ performance. 
For example, the designers of sales contests are interested 
in the aggregate performance of all salespeople (Kalra and 
Shi 2001) and the designers of R&D tournaments are inter- 
ested in the highest performance (Fullerton and McAfee 
1999). However, designers of consumer contests do not 
benefit directly from consumers’ performance per se; rather, 
they make their profits from induced consumption—text 
messages in Mobile Millionaire and nutritional products in 
Body-for-LIFE Challenge. As such, research on other con- 
test types does not address the design problems in consumer 
contests. 

We adopt an all-pay auction framework for studying 
consumer contests. The all-pay auction, in which bidders 
pay what they bid regardless of winning, is widely used to 
model various contest settings, including lobbying (Baye, 
Kovenock, and De Vries 1993), patent races (Dasgupta and 
Stiglitz 1980), and R&D contests (Moldovanu and Sela 
2001). All-pay auctions have been applied in other contest- 
like settings, such as Varian's (1980) model of sales and 
Iyer and Pazgal’s (2003) model of Internet shopping agents. 
Our model framework is similar to the one used by 
Moldovanu and Sela (2001) because both assume that con- 
testants have different skill levels. 

Several studies have examined the design of prize struc- 
tures in tournaments or sales contests. Krishna and Morgan 
(1998) find that the winner-take-all design is optimal when 
the number of competing workers is two or three. Kalra and 
Shi (2001) study a multiple-player model of sales contests 
and find that the number of prizes should be increased and 
the spread should be decreased when salespeople are more 
risk averse. Both studies assume that contestants have iden- 
tical skills and that performance is stochastic. In contrast, in 
our model, contestants differ in their skills, and perfor- 
mance is deterministic. In reality, however, a contest often 
involves both heterogeneously skilled participants and sto- 
chastic outcomes, which leads us to believe that these stud- 
ies and our own examine two extremes of the general case 
and thus complement each other. 

Glazer and Hassin (1988) and Moldovanu and Sela 
(2001) study the design of prize structures in contests in 
which contestants differ in skills. Glazer and Hassin show 
that the winner-take-all design is optimal if the skill distrib- 
ution is uniform and the performance function is linear. 
Moldovanu and Sela show that the winner-take-all design is 
optimal under general distributions, as long as the perfor- 
mance function is linear. Both studies assume that the 
designer maximizes aggregate performance—the variable 
used to rank contestants. In contrast, our study assumes that 
the designer maximizes aggregate consumption, which is 
not directly used for ranking and serves as an input factor of 
performance. Because of the distinction in design objec- 
tives, skill distribution and the number of contestants play 
critical roles in our study, but this is not the case in the other 
studies. In general, their results for the winner-take-all 


design do not hold in our setting. Moreover, our discussion 
on the dispersiveness of the skill distribution and its many 
implications for the designer’s profits is entirely novel. 

A few authors have studied handicapping in contest set- 
tings. Lazear and Rosen (1981) show that, conditional on 
knowing workers’ type, awarding a handicap to the inferior 
worker can induce efficient investment from both workers. 
Feess and Muehlheusser (2003) and Clark and Riis (1998) 
study handicapping in auction settings in which the bid 
from one bidder is weighted differently from that of 
another. In all these studies, handicapping requires knowl- 
edge of contestants' identities. In our case, however, handi- 
capping is not based on contestants' identities; rather, it is 
but embedded in the performance function of the contest. In 
our article, handicapping also takes a more general form. 


A Game-Theoretical Model of 
Consumer Contests 


We consider that a monopoly marketer sells one type of 
goods (product or service), for which it charges a constant 
unit price p. There are a total of n consumers for the goods, 
indexed by i = 1, 2, ..., n (we drop the subscription i when- 
ever we talk about any one consumer). 

To promote the goods, the marketer organizes a con- 
sumer contest among the n customers. À consumer's perfor- 
mance in the consumer contest, x, is affected by both the 
amount of goods he or she consumes (hereinafter, “соп- 
sumption”), t, and parameter p, which we interpret as his or 
her skill. For example, in Mobile Millionaire, players’ high 
scores (performance) are determined by both their knowl- 
edge (skill) and the number of games they play, which in 
turn determines the number of text messages or WAP min- 
utes they consume (consumption). 

Depending on the application setting, the consumption 
factor, t, can be interpreted either as new consumption, 
when the market for the goods is new and the consumer 
contest is designed to induce trial, or as incremental con- 
sumption due to the contest, when there is already a market 
for the goods and a consumer contest is designed to induce 
incremental consumption. We assume that a consumer's 
marginal intrinsic utility 0 from consumption (under the 
first interpretation) or from incremental consumption 
(under the second interpretation) is less than p. Consumers’ 
valuations for new products or services are below prices 
because of uncertainty and a lack of full appreciation. Con- 
sumers' valuations for incremental consumption are below 
prevailing market price because of decreasing marginal util- 
ity. In what follows, we no longer differentiate between the 
two interpretations but refer to t simply as "consumption." 

We interpret the skill factor as an endowed characteris- 
tic of a consumer at the beginning of the contest.6 Each con- 
sumer's skill factor is drawn independently from a common 


6Under the second interpretation, the skill factor is the endowed 
characteristic of consumers measured under the base consumption. 
This is because the (base) consumption may affect a consumer's 
skill factor as a result of learning effect. For example, a consumer 
who plays Mobile Millionaire a lot may gain a higher skill level 
than a consumer who plays little, even if both initially have the 
same skill level. 


distribution F(u) with a finite support |Њ, Ш, where 
H> p > 0. Its density function, Ки), is continuous and posi- 
tive. We assume that consumers know their own skill fac- 
tors but that other consumers and the marketer do not. Both 
F(u) and n are common knowledge. 

We assume that a consumer’s performance depends on 
consumption and skill according to a multiplicative perfor- 
mance function,’ х(р, t) = pt. This performance function 
increases in both skill and consumption; furthermore, the 
skill factor and the consumption factor reinforce each other, 
in the sense that the marginal effect of consumption (skill) 
on performance increases in skill (consumption). 

The marketer gives prizes according to the rank order of 
consumers’ performance. Let у), У, ..., Ул denote sizes of 
the prizes, уу 2 v4 >... 2 v, > 0. We call (vj, v5, ..., v) a 
prize structure. We index the prizes by j and denote the 
prize sum as V =>). 19). 

We define the marketer's spending on the jth prize dif- 
ferential as 


(1) 6, =ј(уу – у), ј = 1, ..., n (let vp y 1 =0). 


A prize structure can be equivalently represented by a set of 
prize differentials. In particular, the sum of prize differen- 
tials equals the sum of prizes and 


(2) E Y, A. j=1, ов. 


Figure 1 illustrates that a prize structure (4, .2, .2, .1, .1, 0) 
(the vertical bars) can be represented by prize differentials 





TUnder the first interpretation, the performance is a function of 
the skill factor and the overall new consumption. Under the second 
interpretation, the performance is a function of the skill factor 
under the base consumption (without the contest) and the incre- 
mental consumption. For example, a consumer who plays Mobile 
Millionaire a lot even without a contest may have an advantage in 
the contest because of improved skill through practice. Note also 
that our results will not change if we adopt a seemingly more gen- 
eral functional form х(р, t) = 2090), t), where р' > 0, 2(0) = 0, and 
ф' > 0. This is because only relative performance matters, and we 
can redefine фи) as skill. The essential assumption is the multi- 
plicative relationship between consumption and skill. 





FIGURE 1 
Prize Structure and Spending on Prize 
Differentials 
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(.2, 0, .3, 0, .5, 0) (the horizontal strips). In this article, we 
often work with prize differentials because the order con- 
straint V; 2 v; >... > v on prize structure can be conve- 
niently represented by б, 2 0, j = 1, ..., n using prize 
differentials. 


A Consumer's Utility Function 


Consumers maximize their total expected utility, which we 
assume is additive in prizes, intrinsic utility from consump- 
tion, and payment. The total utility (0) of a consumer who 
participates in the contest with performance x and skill level 
Ц. is 
п 
3)U= У», Pr(x is the jth highest performance} — (p — 9) 
j=l К 
п 
E Ус, — v, + 1)Pr{x is at least the jth highest} — (р- өз 
jel 


n 
- Y, Pr(x is at least the jth highest) - (p- 0)". 
j 
j=l 


The Marketer’s Profit Function 


The marketer’s contest revenue comes from the consump- 
tion stimulated by the contest. We assume that the mar- 
keter’s unit cost of providing the goods is a constant, nor- 
malized to zero. The cost of running the contest is a 
function of the prize sum (V) offered, c(V). The cost of run- 
ning the contest may include the cost of providing the 
prizes, hiring lawyers to write legal documents, handling 
registration or performance evaluation, advertising for the 
contest, and so on. We assume that c(0) = 0, c'(-) > 0, and 
c"(-) > 0, where c(0) = 0 implies that if the marketer does 
not run a consumer contest, it will incur no cost, and с”(.) > 
0 implies that the marginal cost of running the contest 
increases in the prize sum. The latter is because, for exam- 
ple, contests with a larger prize sum are subject to more 
legal scrutiny. We assume that the marketer is risk neutral. 
The expected total profit of the marketer is 


(4) «чан 56 


j=l 


where E[t] is the expected consumption of a consumer in 
the contest. 


The Consumer Contest 


The consumer contest unfolds in the following way: The 
marketer announces the prize structure and the contest rules 
before the contest starts. Meanwhile, consumers learn their 
private skill factor р, the common distribution Е, and the 
number of consumers n. During the contest, each consumer 
simultaneously and independently chooses his or her con- 
sumption t. After the contest ends, the marketer evaluates 
each consumer’s performance and awards prizes according 
to the announced rules. 
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The Optimal Prize Structure 


Equilibrium Consumption and Profit 


A consumer’s strategy is a mapping from the consumer’s 
skill factor to consumption level. A strategy profile for all 
consumers constitutes a Nash equilibrium if no one has the 
incentive to deviate from his or her own strategy, provided 
that others do not. We consider only the symmetric-strategy 
Nash equilibrium, in the sense that all consumers adopt the 
same strategy function, denoted as (в), in equilibrium. Let 
x(u) = Ши denote the corresponding equilibrium 
performance. 

If the equilibrium performance х(и) is monotonically 
increasing (in the proof of Ру, we verify that it is), then 


(5) Príx(p) 1s at least the jth highest} = Pr{p is at least the 
jth highest} 
= Pr{bp—yn-1 <p}, 


where p -jn – 1 is the (n – j)th lowest (or jth highest) order 
statistics from п — 1 samples. The second step in Equation 5 
is because the probability of џ being at least the jth highest 
in n samples is the same as the probability that the jth high- 
est in n — 1 samples is less than р. Let Еу, and 1. denote the 
cumulative distribution function and the probability density 
functions for p, y, respectively. 

The formula for F, – ја – 1000 and ћ – ш- (Э) аге, 
respectively,’ 


o-1 
© B-r- У, "дао 1, 


l=n-Jj 
forj=1, ...,n—1, and 


n-1 


0) ЖОО ros i- n - Fon to 


n-j-1 
forj- 1, ..., n- 1. 


P; (equilibrium consumption): There 1s a unique symmetric- 
strategy Nash equilibrium, in which a consumer's strategy 
is given by 


тет 
(8) ees Y [oa [res one] 
j= 


(For the proof, see the Appendix.) 

The consumer’s equilibrium consumption is a weighted 
sum of the marketer’s spending on all prize differentials. 
Consumers with different skill levels assign different 
weights to prize differentials. The equilibrium consumption 
decreases with disutility of incremental consumption (р – 
6). Note that the equilibrium consumption may not always 
increase with skill level, though the equilibrium perfor- 
mance does (see the Appendix). 

Substituting Equation 8 into Equation 4, we can obtain 
the marketer’s expected profit as 


8Еот the derivation process, see the Appendix. 


n m 1 
(9) Ур т К =f, _ вов 


ы 
-c A 
We also denote 


| с! 
Q0 ezn- aL ^f, yn - (ово (dy, 


where £j represents the revenue generated by unit spending 
on the jth prize differential. We can rewrite Equation 9 as 


(11) T= See- $a.) 


ј=1 j=l 


Similar to the equilibrium consumption, the expected reve- 
nue (È) = 19,6) is a weighted sum of spending on all prize 
differentials. 


A General Hesult on the Optimal Prize Structure 


The optimal prize structure problem for the marketer is to 
maximize its total profits (Equation 11) by choosing its 
spending on different prize differentials (8). The partial 
derivative of Equation 11 is от -£j-C "y 19j) for 
j- L ..., n. Therefore, for j, k = 1, . .., n and j « k, amas, - 
дл/98, = Па £y, which does not depend on У) - 15). "In 
other words, the optimal allocation of spending among 
prize differentials does not depend on the total prize sum. 

This implies that we can decompose the original prob- 
lem into two subproblems: (1) a prize allocation problem 
(i.e., to determine the optimal prize allocation for an arbi- 
trary prize sum) and (2) a prize budget problem (i.e., to 
determine the optimal prize sum given the optimal prize 
allocation derived 1n Subproblem 1). 


P» (optimal prize structure): 

(a) (optimal prize allocation): It is optimal to allocate the 
entire prize sum to the most profitable prize differential, 
j* = arg шах (=). 

(b) (optimal prize sum): Let j* be the most profitable prize 
differential. If c’(0) = £y», the marketer should not run a 
consumer contest; if c'(0) « £j, the optimal prize sum 
V* is the solution to 


(12) £j = (V9). 


Роа prescribes that when the first prize differential is the 
most profitable (j* = 1), the marketer should allocate the 
entire prize sum to the first prize. The resultant prize struc- 
ture is a winner-take-all structure. When the most profitable 
prize differential is j* 2 2, the marketer should split the 
prize sum equally among the first j* prizes. The resultant 
prize structure is a split-prize structure. 

P3, shows that the optimal prize sum is determined by 
two factors: the marginal revenue generated in the con- 
Sumer contest under the optimal prize allocation and the 
marginal cost of running the contest. It is never optimal for 


the marketer to award the nth prize. Intuitively, the nth prize 
differential does not provide any incentive for consumption, 
because a consumer can obtain it by not consuming at all. 
Hereinafter, we consider only a maximum of n – 1 prizes. 
P, gives clear guidelines on how to select prize struc- 
tures optimally. We begin by computing revenues generated 
by unit spending on different prize differentials (according 
to Equation 10); then, we compare them to determine the 
optimal prize allocation. The optimal prize sum can then be 
determined according to Equation 12. The following exam- 
ples demonstrate the use of P}. They also show that both the 
winner-take-all and the split-prize designs can be optimal. 
In both examples, let n = 5, p/(p — 0) = 2, and c(V) = V2/2. 

Example 1 (the winner-take-all design): Skill is uniformly dis- 
tributed on [1, 2]. The values of є; are 1.820, 
1.721, 1.617, and 1.506, respectively. Thus, the 
optimal prize allocation is (V, 0, 0, 0, 0), and the 
optimal prize sum is V — 1.820. 

Example 2 (the split-prize design): We consider a double- 
peaked skill distribution on [1, 10] with a majority 
being low skilled. The density function is given 
by? 


9, не], 2) 
)= 40, џе[2,9). 
1, we[9, 10] 


The marginal revenues of the first to the fourth prize differ- 
ential are 1.356, 1.407, 1.411, and 1.357, respectively. 
Therefore, the optimal prize allocation is (.33V, .33V, .33V, 
0, 0), and the optimal prize sum is У = 1.411. 

P; shows that the optimal prize allocation depends criti- 
cally on the rank order of £}. Therefore, it becomes relevant 
to ask how the rank order of Е, is affected by the underlying 
factors of the consumer contest. In the next subsection, we 
study two such factors: skill distribution and the number of 
contestants. 


The Effect of Skill Distribution and п оп Optimal 
Prize Structure 


Let н) = f(u)/[1 — F(u)] denote the hazard rate of F at p. In 
this study, the hazard rate at u represents the instantaneous 
probability that a consumer's skill factor is u, provided that 
the consumer's skill factor is no less than p. 


*Definition: A distribution function F is said to be (or to have 
the property of) IHR if 


(13) h) 18 increasing in р on (д, |). 


The IHR property implies that the higher a consumer's skill 
level, the higher is the probability that he or she will face 





We allowed this distribution density to have zero and nondif- 
ferentiable points purely for the simple representation. These zero 
and nondifferential points can otherwise be eliminated by redis- 
tributing the weight of distribution. None of these two features dri- 
ves the results here. 
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opponents of similar skills, compared with the probability 
that he or she will face opponents of higher skills. The НК 
property is satisfied when the density of the distribution is 
single peaked and does not drop too fast. Examples of IHR 
distributions include uniform, normal, logistic, exponential, 
and any distributions with nondecreasing density. 

P4: A winner-take-all prize allocation is optimal if the skill 

distribution has the IHR property. 


The intuition of Ра comes from a close examination of 
the incentive effect of different prize differentials across 
skill levels. As Figure 2 illustrates, the first prize differential 
motivates the highest-skilled consumers more than does the 
second (and any other) prize differential in the sense that it 
generates higher revenue from them. As we mentioned pre- 
viously; the IHR property implies that the higher a contes- 
tant’s skill level, the more likely he or she will face oppo- 
nents with similar skills than opponents of higher skills. 
Because facing opponents with similar skills encourages 
competition (and facing opponents that are too good dis- 
courages competition), the IHR property suggests that high- 
skilled consumers compete more aggressively than low- 
skilled consumers, thus contributing more to the total 
revenue. Thus, from the marketer's point of view, high- 
Skilled consumers are more profitable. Because the first 
prize differential is the most effective in motivating the 
high-skilled consumers, the marketer should allocate the 
entire prize budget to the first prize differential, which 
implies a winner-take-all prize structure. 

Ра can be further generalized to the case in which the 
skill distribution has an increasing (and higher) hazard rate 
only on the right side of its support. 

*Definition (pseudo-IHR): A distribution function F is said to 

be (or to have the property of) pseudo-IHR if there is a start- 

ing point % such that 


FIGURE 2 
Revenue Generated by Unit Spending on the First 
and Second Prize Differentials 
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(14) Ъ(р) is strictly increasing in р on (x, И) and 
(н) < h(y) for any пе [p, x]. 


P4: If the skill distribution has the pseudo-IHR property with 
starting point ў, the winner-take-all prize structure is opti- 
mal for n > ng, where пу satisfies the following: 


-1 ng — 1 
(15) Рау E gd 
ЕО) F(X) 

Р, implies that for a pseudo-IHR distribution, the 
winner-take-all design will eventually become optimal as 
contest size increases. The intuition of P4 is as follows: 
When the size of the consumer contest increases, the proba- 
bility of winning a prize diminishes more quickly for low- 
skilled consumers than for high-skilled ones; thus, the con- 
sumption level of low-skilled consumers drops faster than 
that of their high-skilled counterparts (Figure 3). Because 
the low-skilled segment contributes less to the total revenue, 
it becomes increasingly insignificant in determining the 
optimal prize allocation. As a result, when n is large 
enough, an increasing and higher hazard rate at the high- 
skill level is sufficient for the winner-take-all design to be 
optimal. 

The following example confirms P,'s prediction: 

Example 3: To continue from Example 2, we can verify that 

the skill distribution does not satisfy the IHR 
property but rather satisfies a pseudo-IHR prop- 
erty. Table 2 shows that a split-prize structure is 


optimal for n up to 16. Beyond that, the winner- 
take-all design becomes optimal. 





However, we must caution readers not to draw a general 
conclusion about when a consumer population is large 
enough without studying the underlining skill distribution. 
In some cases, it may require a large number of consumers 
for the winner-take-all design to become optimal. In Exam- 
ple 4, for n up to 100, the optimal prize structure is still a 
split-prize design (and it becomes difficult to compute 
numerical results beyond 100). 


Example 4: We can verify that the following density function 
satisfies the pseudo-IHR property (but not the 
IHR property) with the starting point x close to 


the upper bound of the support: 
1, peli 2) 
0, ue[2 8.5) 
Еф) = | 
ч 1.78, p є[8.5, 9) 
01, нє[9,10] 


When P4 and P4 are combined, they have the following 
implications for marketers: The skill distribution and the 
number of consumers determine whether the prize structure 
should motivate the high-skilled segment. If the density of 
the skill distribution is single peaked and does not drop too 
fast (so that IHR is satisfied), the high-skilled segment is 
profitable enough to ensure that a winner-take-all prize 
structure (which is most effective in motivating the high- 
skilled consumers) is optimal (P3). Violation of IHR may 


FIGURE 3 
Effect of n on the Marginal Revenue Generated by the First and Second Prize Differentials 
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TABLE 2 
Effect of Size on Optimal Prize Structure 

Optimal Number Expected 
n of Prizes Revenue 
10 5 1.441 
11 6 1.442 
12 6 1.445 
13 7 1.447 
14 8 1.449 
15 8 1.450 
16 8 1.452 
17 1 1.459 
18 1 1.483 
19 1 1.507 
20 1 1.530 





suggest that a split-prize allocation is more effective 
because of its ability to motivate middle- or low-skilled 
consumers. For example, when there are “pro” consumers 
with substantial skill advantage (as in Example 4), it may be 
optimal for the marketer to award many small prizes to keep 
middle- or low-skilled consumers motivated.!0 Moreover, 
our results suggest that as the size of the contest increases, 
the choice of prize structure is increasingly determined by 
the high end of the skill distribution becausé low-skilled 
consumers’ winning chances and their contribution to the 
marketer’s revenue diminish quickly (Ра). 

The intuition we obtain here is novel compared with 
that of Moldovanu and Sela (2001). In their analysis, the 
reason for the contest designer to adopt a non-winner-take- 
all prize structure is that contestants have convex disutility. 





lOSubsequently, we discuss additional strategies to increase a 
marketer’s profits in such a setting, such as segmentation. 


Conversely, in this article, factors that drive different prize 
structures are skill distribution and the number of contes- 
tants. Our results contribute to the contest design literature 
by showing that the winner-take-all-is-always-optimal 
result Moldovanu and Sela obtain in the linear disutility set- 
ting 1s susceptible to a perturbation of the designer’s objec- 
tive function. 


Prize Structure and Contest Participation 


We now turn our attention to the effect of prize structure on 
participation in consumer contests. This issue may be of 
interests to marketers that care about the reach of their pro- 
motion rather than the total profit. We assume that each 
consumer incurs a fixed entry cost, e, on participating in the 
consumer contest. Such a cost may be interpreted as the 
monetary or psychological cost involved in preparing for 
the contest. For example, in the Body-for-LIFE Challenge, 
a contestant may need to purchase workout gear and to reg- 
ister for the contest. : 

Because the entry cost is incurred at the outset, con- 
sumers whose expected payoff 1s not high enough to offset 
the entry cost will not participate. Because consumers' 
expected payoff from a contest increases with their skill 
levels, there is a marginal consumer who is indifferent 
between participating and not participating. We denote the 
skill quantile of the marginal consumer as u*. In what fol- 
lows, we use u* as a measure of participation. We can state 
the problem of maximizing participation as 


(16) midis, 8, Q9, 410 


n-1 n-i 
subject to У ёри) = e and У, =, 
J21 ј=1 


where P,(u) = F, -yn - ,(F-1(u)/j is the probability of win- 
ning the jth prize differential. The following proposition 
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characterizes the minimal cutoff skill quantile u* and the 
corresponding prize structure: 


Ps: Let P(u) = max ,{P,(u)}be the upper envelope of the func- | 


tion family {P,(u), = 1, ..., n — 1). The minimal cutoff 
skill quantile ut (maximum participation) i is the solution to 


(17) P(u*)- w 


and the corresponding prize structure is to split V among 
the first j,« prizes, where ју» is the index of the member 
function on the envelope at u* and j,« (weakly) decreases 
in e/V and is independent of the skill distribution F(p). 


The main implication of P5 is that the marketer should 
use a large prize sum but small prize sizes to attract the 
broadest participation. To maximize participation, for a 
given entry cost e and prize sum V, the marketer should 
choose a prize structure that maximizes expected payoff or 


the cutoff skill quantile u*. We also know that for some. 


Ug 1 <... <u, < 1, the first prize differential generates the 
highest expected payoff for skill quantiles between u; and 
1, the second prize differential generates the highest 
expected payoff between u, and uj, and so on. Because P(u) 
"increases in u, it is clear that as e/V decreases, u* decreases 
so that more prizes should be given to maximize participa- 
tion. The prize allocation is not affected by the shape of the 
skill distribution because what matters in a participation- 
maximization problem is the winning probability of a par- 
ticular skill quantile, which is the зате across al] distribu- 
tions (as long as a high-skilled consumer wins over a 
low-skilled one). 


Contest Structure 


In this section, we study several other design decision 
variables. We begin by analyzing the impact of consumer 
population size and skill distribution on participants’ con- 
sumption and marketer profits. We then discuss their impli- 
éations on several contest desigh issues, including segment- 
ing contestant population and designing performance 
functions. 


The Impact of Size on Profits 


Ре (size and profit): When the condition in Рз or the conditions 
in P, are satisfied, the marketer's profit increases in n. 


Whether the total profit will increase depends on the 


trade-off between two opposite effects: New participants. 


directly contribute to the aggregate consumption, but they 
also. indirectly cause incumbents to lower their consumption 
levels because each incumbent has a lower (marginal) 
chance of winning. Р shows that the conditions in Рз or Ра 
guarantee that the direct effect dominates the indirect effect. 
Intuitively, when the number of consumers increases, the 
competitiveness increases and the probability of winning a 
prize diminishes more quickly for lower-skilled consumers. 
As a result, prizes are more likely to go to higher-skilled 
consumers. Such a reallocation of winning probabilities 
increases total revenue because the IHR condition (or the 
pseudo-IHR condition) guarantees that higher-skilled con- 
sumers generate higher revenue for the same prize. Figure 4 
illustrates the profit trend when skill is uniformly distrib- 
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FIGURE 4 
Effect of Size on Expected Profit 
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шеа on [1, 2], p/(p — 9) = 2, and the prize structure is the 
winner-take-all design. 


The Impact of Skill Distribution on Profits 


There are many reasons for studying the impact of skill dis- 
tribution on equilibrium consumption and profits. For 
example, a marketer can influence the skill distribution of a 
consumer contest through admission policy and segmenta- 
tion (we discuss this subsequently). To the best of our 
knowledge, no prior research has directly addressed the 
issue of how skill distribution affects the marketer's profits, 
despite its obvious relevance to practice. 

To study the impact of skill distribution, it is necessary 
to compare one distribution with another. The tool we use is 
called “dispersive order," which we define as follows: 

*Definition (dispersive order): Let F-1(u) and С-Ки), u є 

[0, 1], be the inverse of F and G, respectively. If 


FQ), G0) 


09 рај) Gag 








whenever 0 «sS u « 1, 


then Е is said to be less dispersive than G.!1 


Intuitively, a distribution is less dispersive when the gap 
between any two skill quantiles (e.g., 50% and 60% skill 
levels) is smaller. 
P; (skill distribution and profit): The equilibrium consumption 
systematically decreases as the skill distribution becomes 
more dispersive. 


We provide a formal representation of this proposition in 
the Appendix. P; implies that a marketer can expect a 
higher consumption level in every skill level if the skill dis- 
tribution is less dispersive. The linkage between equilibrium 
consumption and skill dispersiveness is due to the follow- 





HFor a list of properties of dispersive order, see Shaked and 
Shanthrkumar (1994). 


ing: When the skill distribution is less dispersive, it is eas- 
ier, for example, for a 50% skill level to beat a 60% skill 
level, which implies that both consumers will compete more 
aggressively (and consume more). The same logic applies 
to consumers at all skill levels; thus, the equilibrium con- 
sumption is higher across all skill levels. The intuition of 
this proposition is consistent with our everyday observation: 
Competition is fiercer in closely matched contests. 

Note that though both the dispersiveness measure and 
the IHR condition affect the competitiveness of a consumer 
contest, they work from different angles. That is, a decrease 
in dispersiveness ensures that competitiveness increases 

. across all skill levels, whereas the IHR condition ensures 
that competitiveness increases from low to high skill. 

P; has many implications for designing consumer con- 
tests. For example, a marketer can achieve a less dispersive 
skill distribution by excluding certain low-skilled (or high- 
skilled) consumers, by segmenting consumers into different 
skill groups (which we discuss in the next subsection), or by 
assisting low-skilled consumers to gain skill levels. Another 
set of implications is related to designing the performance 
function. The following corollary shows that the marketer 
can achieve the same effect of a less dispersive distribution 
by altering a performance function in a certain way: 

Corollary 1 (design of performance function): Consider two 

performance functions: ХА(р, t) = pt, and XB(p, 
t) = o(u)t, where $(-) is an increasing function. АП 
else being equal, XB(p, t) generates systematically 
higher equilibrium consumption than ХА(р, t) if 


(19) S) <E forany р а en <. 


(0) 

To understand Corollary 1, we can redefine р = ф(и) as 
skill. Under Equation 19, p’ has a less dispersive distribu- 
tion than p and thus permits systematically higher equilib- 
rium consumption (P7). We also show that the condition in 
Equation 19 is equivalent to requiring that ХВ(р, t) has a 
higher marginal rate of substitution of consumption for skill 
than XA(u, t) (see the Appendix). The intuition is clearer 
from the latter view: If the marketer can choose a perfor- 
mance function in which consumption is a stronger substi- 
tute for skill, it essentially “handicaps” high-skilled con- 
sumers (because they suffer the most from a lesser role of 
the skill factor). Such a handicapping approach enhances 
competitiveness and stimulates a higher level of 
consumption. 

The rationale of Corollary 1 is consistent with many 
practices. Game levels are often designed such that it is 
more difficult for a high-level player to gain one more level 
than for a low-level player to do the same (thus, high-level 
players must worker harder to stay ahead of the game). In 
the Body-for-LIFE Challenge, performance is defined such 
that it is affected more by contestants’ efforts than by how 
athletic they are at the beginning. The ways to achieve a 
high marginal rate of substitution of consumption for skill 
are limited only by imagination. 

However, there is a caveat. No conclusion should be 
drawn about the limit case in which every consumer has the 
same skill level. For one reason, our equilibrium analysis 
and results on contest designs are based on differentiated 


skills; they are no longer valid when consumers have the 
same skill level.!? More important, our model is based on 
the premise that skill plays an indispensable role in deter- 
mining a consumer's performance. In the limit case, the role 
of skill is absent, and other factors, such as noise in perfor- 
mance, may become important, implying that we may need 
8 different model for these cases. 


Segmentation of the Population 


Real-world contests often segment participants into smaller 
groups. For example, the National Basketball Association 
holds regional conferences, and some Mobile Millionaire 
operators classify players into different levels according to 
experience and prior performance. Whether these segmenta- 
tion strategies generate more profit for marketers is a ques- 
tion that we explore in this subsection. 

We consider the follow way of segmentation: dividing 
consumers into groups according to their skill factors, 
which we call “vertical segmentation.”!3 A vertical segmen- 
tation strategy causes the skill distribution for each segment 
to be different from that of the whole population. Conse- 
quently, two forces are at play. First, the size of each seg- 
ment is smaller, which may negatively affect the marketer's 
profits (Ре). Second, the skill distribution in each segment 
may be less dispersive than the original skill distribution, 
which may positively affect the marketer's profits (Ру). The 
overall effect of a vertical segmentation depends on the 
exact skill distribution and how it is segmented. The follow- 
ing example shows that vertical segmentation can raise the 
marketer's overall expected profit: 


Example 5 (vertical segmentation): Consider a 20-person con- 
sumer contest with the same skill distribution as in 
Example 2. According to Table 2, the marketer will 
pick an optimal prize sum of 1.53 and receive an 
expected profit of 1.17. Consider that the firm 
keeps the same prize sum but runs two contests 
instead: one for those whose skill levels are within 
[1, 2] and the other for those whose skill levels are 
within [9, 10]. Let x be the prize sum allocated to 
the first contest and 1.53 — x be the prize sum allo- 
cated to the second one. For example, if there are 
17 consumers in the former contest and 3 in the 
latter, the expected revenues from two contests are 
1.943x and 1.949 (1.53 — x), respectively; thus the 
total profit is 1.812 — .006x, and the firm is better 
off with the vertical segmentation, no matter how it 
allocates 1ts total prize sum between these two 
contests. 


We summarize this discussion about vertical and hori- 
zontal segmentation in the following corollary: 


Corollary 2 (vertical segmentation): The marketer can gain 
higher profit through vertical segmentation. 








121 all consumers have the same skill level (i.e., р = iD, not 
only does the equilibrium analysis herein not apply, it can also be 
shown that no pure-strategy equilibrium exists. 

I3In contrast, if the marketer does segmentation based on non- 
Skill factors, such as geographic region, we call it "horizontal seg- 
mentation." From Pg, we know that horizontal segmentation does 
not benefit the marketer 
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Managerial Implications 


Although there is extensive literature on various types of 
contests, such as sales contests, R&D tournaments, and 
sports contests, a popular type of contest—the consumer 
contest—remains underresearched. Consumer contests dif- 
fer prominently from other contests in that the designers of 
consumer contests value contestants’ consumption (how 
many minutes they spend on a mobile game) rather than 
their performance (how high their scores are). Consumer 
contests distinguish consumers with different skill levels; a 
higher-skilled consumer can achieve a better performance 
than a lower-skilled one even if both have the same con- 
sumption level. Therefore, consumer contests differ from 
other types of prize promotions, including games of chance, 
sweepstakes, and lotterylike contests, in which skill plays a 
minimum or no role. 

This article offers several managerial implications 
regarding the design of consumer contests. A key decision 
facing a consumer contest designer is how to divide the 
prize sum. Should the prize sum be divided into multiple 
prizes, or should it be offered in a lump sum to the top per- 
former (i.e., a winner-take-all design)? We find that this 
decision is closely related to the skill distribution among 
consumers. Specifically, if the skill distribution possesses 
the IHR property, the designer should choose a winner-take- 
all structure. A distribution has the IHR property if its den- 
sity function is single peaked and declines no faster than the 
exponential rate. Intuitively, the IHR property implies that 
the higher a consumer's skill level, the more likely he or she 
will face opponents of similar skills than opponents of 
higher skills. Because facing opponents of similar skills 
encourages competition (and facing opponents who are too 
good discourages competition), the IHR property suggests 
that high-skilled consumers compete (and thus consume) 
more aggressively than low-skilled ones. Therefore, from 
the designer's point of view, high-skilled consumers are a 
more profitable segment. This segment is best motivated by 
the top prize; therefore, the designer should allocate the 
entire prize budget to the top prize. 

The size of the contest is another factor to consider 
when choosing a prize structure. When the contest size is 
large, low-skilled contestants’ chances of winning and their 
contribution to the designer's total profits are too low to be 
consequential. Therefore, only the high end of the skill dis- 
tribution matters to the prize structure decision. Thus, in 
large contests, as long as the high end of the skill distribu- 
tion has the IHR property, the designer should choose a 
winner-take-all design. 

An increase in contest size can also lead to an increase 
in the designer's profit. Increasing the number of contes- 
tants has two opposite effects. On the one hand, it broadens 
a consumer contest's base (in terms of the number of con- 
sumers), and on the other hand, it reduces the promotional 
effect on each individual consumer (because each consumer 
now has a smaller chance of winning). If the skill distribu- 
tion has the IHR property, the overall effect is positive. Intu- 
itively, this is because in large contests, prizes are more 
likely to go to high-skilled consumers, and with the IHR 
property, high-skilled consumers generate higher revenue 
per unit prizes. 
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A novel finding of this research is that the effectiveness 
of a consumer contest (in terms of induced consumption) is 
closely linked to the dispersiveness of the skill distribution. 
Dispersiveness is a measure of inequality of skills among 
consumers. A less dispersive skill distribution means that a 
consumer is more likely to face competition from similarly 
skilled consumers than from higher-skilled consumers; 
thus, the consumer will compete more aggressively and 
consume more. As a result, less dispersive skill distribution 
leads to higher consumption across all skill levels. 

The beneficial effect of having a less dispersive skill 
distribution has several practical implications for contest 
design. The contest designer can achieve a less dispersive 
distribution using two general approaches. The first 
approach involves selecting, grouping, and segmenting con- 
sumers. For example, the designer may benefit from seg- 
menting contestants according to their skill levels so that 
each segment has a less dispersive skill distribution (as in 
Example 5). This seems to be consistent with what we find 
in the Mobile Millionaire example, in which providers that 
segment players into gold, silver, and bronze groups accord- 
ing to their demonstrated skills do better than those that do 
not. The dispersiveness result also implies that the contest 
designer may benefit from excluding low-skilled contes- 
tants and/or high-skilled contestants in some cases. 

A second approach to achieve a less dispersive skill dis- 
tribution involves adopting a performance evaluation 
scheme that handicaps high-skilled contestants (so that the 
competitive pressure across high- and low-skilled contes- 
tants is intensified). For example, by evaluating high-skilled 
contestants against a higher benchmark (as in the Body-for- 
LIFE Challenge example), the designer can reduce the 
advantage of high-skilled contestants. 


Limitations and Further Research 


A consumer contest is only one of the many sales promo- 
tion techniques. This study answers the question of how to 
best design the consumer contest, provided that a marketer 
already decides to adopt a consumer contest. Nevertheless, 
in practice, a marketer may face the question whether to 
adopt a consumer contest or to use alternative sales promo- 
tion techniques, such as quantity discounts. A consumer 
contest and other promotion techniques may not be mutu- 
ally exclusive. This is because consumer contests taps into 
consumers’ skill factors, whereas a majority of other pro- 
motions work on consumers’ deal proneness. If consumer 
contests are used along with other promotions, the issue of 
how to coordinate among them becomes important. These 
issues remain the subject for further research. 

This research focuses on consumer contests with a 
single goal: to maximize aggregate consumption or to maxi- 
mize participation. We show that participation maximiza- 
tion often requires different prize structures than consump- 
tion maximization; specifically, the former often requires 
the prize sum to be divided into many small prizes, whereas 
the latter requires a winner-take-all structure. In practice, 
contest designers may pursue and balance among multiple 
goals at the same time. This raises the question of how to 
design a consumer contest when the designers have mixed 


goals. Ror example, would it be better to offer a few large 
prizes and many small “participation” prize when the 
designer values both participation and aggregate consump- 
tion? Examining such issues may help explain the large 
variety of consumer contest designs observed in practice. 
Another venue for further research is to test our theo- 
retical predictions regarding contest designs in laboratory 
experimental settings. Experimental settings provide 
researchers excellent control of contest designs in terms of 
prize structure, performance function, and skill distribution. 
Such control is rarely available in field settings. Prior exper- 
imental research on contest designs has examined contests 
with identical skill levels (e.g., Orrison, Schotter, and 
Weigelt 2004) but not contests with different skill levels. 


Appendix 


Order Statistics Used in the Article 


Equation 6 comes directly from the definition of 
Е, – jn – 1(H) and the notion that the probability of u being 
ith largest among п — 1 samples is 


|- i вш -FW -! - 1, 


For Equation 7, note that 
J | i је» 71 4 7 Е(о)р - !f(o)do 
0 


n-j-1 
Еф) = 
={ i Е = а-аа 
0 n—-j-l 
~ (n-1 
= У, |"; впр. 
[= -] 
(by repeated integration by parts). 


We also define Fan _ 1(н) = 0, Fn nan -1() = 1, fan 19 = 
0, and fa -nn - 1 = 0. 


Proof of Р, 


Step 1. Let x(u) denote the equilibrium performance, 
and assume that x(1) is strictly increasing (we confirm this 
in Step 2). Let U(u, x) denote the expected utility when a 
consumer's skill is and the consumer chooses perfor- 
mance x. When every other consumer plays according to 
х(р), the consumer's probability of winning at least jth 
place is Fy _ уп – 1(Х-1(х)), where х-К.) is the inverse of x(-): 


оф, x)= Ув - ја – (х))-Ф- DT 


je 


For x(u) to be an optimal strategy, it must be that 


(AD э. У и. 6710) 
jel 
хх) _ 


1 
-8)-- 0. 
i (p n 


In a symmetric-strategy equilibrium, x-!(x) = р. Substitut- 
ing x-l(x) = р into Equation Al and rearranging terms 
yields 


Ml 
(A2) 2,8535 -3.a - Фар = (реда, 


j=l 


because the lowest-skilled consumer always chooses zero 
performance in equilibrium, x(u) = 0. Applying this bound- 
ary condition, we can obtain the solution for Equation A2 as 


1 wl, fet 
x(u) = аьр ja – ја – (ево | 


It follows that 
1 &f 1 
(и) = — 8, | -f _.__ ,(a)ade |. 
d =) dy pana 


Step 2. We now verify that х(р) is strictly increasing. 
This is evident because 6, > 0 (inequality holds for at least 
one j) and JË _ а — 1(6)010/) > 0 for any н and j. 

Step 3. We now show that x(1) is also sufficient to maxi- 
mize U(u, x). We assume that a consumer with skill р 
chooses an arbitrary performance, denoted as x(u). Note 
that 


о. 0) =U, (p, хил). 


Because x'(-) > 0, the sign of the preceding equation is 
determined Бу U,(p, х(и”)). In line with the first-order con- 
dition (Equation A1), U,(u, х()) = 0 at pw = y. 
Furthermore, 


п ded 
U, (p, x(’)) = Ув, -Jn- WO) y 


jal 


is positive for any џ > p’ and negative for any р < р’. There- 
fore, р! = p is a global maximum for О(џ, x(p^). Because 
this holds for every р, we conclude that x(u) is optimal. 


Proof of P; 


For Рә, we pick j* such that £j« = тах(Е], 82, ..., Ер _ 1}. 
From Equation 11, it is straightforward that given any prize 
sum V = Dye 15,, the optimal strategy for the marketer is 
to set 5, = 0 for all i # j*. This is equivalent to setting v, = 
У2 =... = y» = V/j*, and Уж + ; = Уж+2 = ... = Vg] =0. 

For P5, the marketer’s optimization problem is simpli- 
fied to таху (Меј — c(V)). Thus, V* is the solution to Еј» = 
c'(V*) if c'(0) < £j», and zero if otherwise. 


Proof of P; and Р, 

Lemma A1: f(x), g(x) are continuoys functions defined on 
[a,b]. Furthermore, ['f(x)dx— 0, and f(x) 
single-crosses zero (first negative and then posi- 

ive). Let the crossing point be Ё. We have 
|А f(x)g(x)dx > 0 if either (a) ог (b) is satisfied: 
(a) g'(x) > 0, on [a, b], and 

(b) g(x) < Р(5) for x < Ẹ, and g'(x) > 0 for x > Ё. 
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Proof. Because Condition a implies Condition b, we 


show only Condition b: 


b Е b 
J £(x)g(x)dx = | £(x)g(x)dx + |, £(x)g(x)dx 
Е b 
>= | годах + gt) | годах 
а 5 
Ђ 
= se f(x)dx = 0. 


Lemma A2: 


(а) fe nF, _ а – ,QDfQDdi/j = 1, forj = 1,2, ... п 
| т 


(b) nF, _ а - 1(UYj 7 nF, – ка - 100) К single-crosses Zero, 
ога < К <. 


a- 100/j- @+ ПЕ, + 1 – ул 0 single-crosses zero, 
forj=1,2,...,n-1. 


Proof. 


ü 
с) [ 55. - оних 


o-1 
n E(n-1 NN 
| | rovro» 1- пар 


a x | [p acer tn 


n-1 
у, i (due to repeated integration by parts) 
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The sign in Proof b is determined by the sign of 
the term in braces, which goes from negative to positive. 
Thus, Fy — ја – 1004 — Fa уд - 100/0 + 1) single-crosses 
zero. Using Proof a, we can further conclude that 
nF, _ ул – 1(0)f(0)/j first-order stochastically dominates 
oF, – 1-2 - 1(0)f(o)/G + 1). Because of the transitive prop- 
erty of first-order stochastic dominance, nF, _ j.n – (000) 
first-order stochastically dominates nF, _ кв _ {(6)f(o)/k for 
any К > j. Thus, we have Lemma 2(Ъ). 

Finally, 

[r +1 00—35 -jn- в) 


= |" re -J-F - 10) 


4 EE во» -:- 11 – вур) 
n-j-1 


-{ Ж во» ott - eoo! 
n-j-1 


чи] Fw = i} 


In the last line, the sign of the final term in parentheses 
(i.e., [n/(n — })]Е(и) —1) goes from negative to positive, and 
so does that of the entire term. Because (n + 1)Е, +1 -j и 
j -Fa – ja - 1000 = 0, we know that (п + 1)F, +1 -jn yj - 
Е, – ја – 1005 is first negative and then positive; note that 
(n + ПЕ, –) +1200 – Fa -y.n-1@4j = n/j > 0. 


Proof of P3. We prove Рз by showing that £; > &2 >... > 
є. Because in equilibrium, v, = 0, if n = 2, we always have 
a winner-take-all structure. Hereinafter, we consider only 
the case in which n 2 3. 


(АЗ) e, f LS oit , (odor 
p-9JuH-4n j 


== | o-f КИ Т. 
j’ jn- oH 


1 2 п 
= „ЙН, Lone ie» fede 


а 
д п 

= ве <) | Бодан feo} 
ЕЈ oH 


n 
- a га Lgs 210900) 


Thus, for j = 1, 2, ...,n— 1, 


E 
Bea ade 
сова па LES 2 EE 


1 {1 


In line with Lemmas A2a and A2b and Lemma Ala, we 
know hat a sufficient condition for Е; > 8.1 is that 
H(o) = -[E (Ушан (с) is monotonic. Next, we show 
that H’(o) > 0 holds under the IHR condition: 


H'(o)- 





re ais [roof умови | 


When (о) > 0, H’(o) > 0 holds naturally. When Р(о) < 0, 


H'(o) > 





fc LE (f'(o)[1 – F(o)] + f(o2) 


_U-FO)P d| Ес) >0 
Е(о)2с do|1—F(c) , 





where the last step is due to the IHR condition. Thus, we 
have £j > & >... > £y. 


Proof of P4. We prove P4 by showing that £; > ер k = 2, 
3, ..., D — 1. Given that the skill distribution has the pseudo- 
IHR property with starting point y, in line with Lemma 
АЛЬ, a sufficient condition for £; > ер k = 2, 3, ..., n — 1 is 


A 1 
(A4) Tx; k, n) SFin - 1) CF – kn- 100 50, 
for all k 2 2, 3, ..., n- I. | 


When x = и, Equation A4 always holds. When x > ц, 


сае XH Jes zi | 





Let 





A sufficient condition for Equation A4 is 


k 
(А5) = УВ >1 forall k= 2,3, amd: 


1-1 


Note that the sequence Ву, В», ..., By 1 is single peaked, 
which implies that 223 = 1ВИЕ reaches its minimum either at 
k= 1 огаї К = п— 1. Because В; = 1, a necessary and suffi- 
cient condition for Equation А5 is 


А n- Hel Ta e| s 


P, follows because X? - | Bj/(n — 1) increases in n. 





Proof of P5 
1 
РШ) = ТЕ, в = Л. DC 


бео) f n-1 
= Я] j FW -1- ЦІ – Вор - 1f(r)du 
n-j-l 


uf n-1 
=Í g? -J-1(1- 0)) - ldo. 
9in—- j-1 


The cutoff skill quantile is given by 


n-1 


(A7) У opo =е. 


ј=1 


Suppose that u* exists (we verify this subsequently), and let 
ји" = arg max,{P,(u*)}. Thus, for optimality, it must be that 
5, = V for = jue and 6, = 0 for j = југ; otherwise, the mar- 
keter could allocate a greater amount to the „Ш prize and 
thus find a lower u*; this would be a contradiction. There- 
fore, P(u*) = e/V, and the prize sum should be split evenly 
among the first ју» prizes. It always has a solution because 
0 < e/V < 1, and P(u)is a continuous function with P(0) = 0 
and РО) =1. 

Because condition P(u*) = e/V is independent of F(p), 
ju» is independent of F(p). Because P(u) is a weakly 
increasing function, P(u*) = e/V implies that u* (weakly) 
increases in e/V. To show that ји» (weakly) decreases in e/V, 
it suffices to show that ју» (weakly) decreases in u* for апу 
u*. 

In line with Lemma A2b and the notion that Ри) = 
Fy _ за – (F-100)/j, Руй) — Ре) (К > j) single-crosses zero 
from negative to positive. Thus, when u* increases, it is 
impossible for ју» = arg max,{P,(u*)} to increase. 


Proof of Pg 


We hold constant the prize structure (ду, $, ..., 6, -1 0) 
and consider the marketer's expected profit from an n- 
consumer contest, ћу, and from an (п + 1)-consumer con- 
test, T, + 1: 


n-1 


7. хр 
т.1755, 


Ј=1 


П 
J. ELS з+109)-7 E. засо) Конда, 


where H(o) is defined as in the proof of P4 and Ра. In line 
with Lemmas A2a and A2c, we know that ЈЁ 
[@ + ПЕ, j; + 130 – DF, -jn 100) 1С = 0 and that 
(n+ 1)Б„-_у+1(0)/)— DF, – j-n~1(0)/j single-crosses zero. If 
we apply Lemma Ala, a strictly increasing Н(о) is suffi- 
cient for T, + ; — Лу > 0. As in the proof of P4, we can show 
that л. +1 — Tn > 0 also holds when Е has the pseudo-IHR 
property and n is sufficiently large. 


Proof of P; 


Consider two consumer contests that are the same, except 
one has skill distribution F and the other has skill distribu- 
tion G. Let и denote a quantile; then, F-!(u) and С- (и) are 
corresponding skill levels in distribution F and G. Let 
0 (и) = t(F-1(u)) denote the equilibrium consumption at 
quantile u in a consumer contest with skill distribution Е. As 
such, tå а (D is similarly defined for the consumer contest 
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with skill distribution С. Ру can be formally presented as 
follows: 


F is less dispersive than G > 18(0) > tå (u), for every 0 <u < 1. 


We can rewrite the equilibrium consumption (Equation 8) 
as follows: 


n-1 
де ДЕ ? Б-1(ву{п—1 
t$) ЭМИ | 
sn -J- 1(1— sy) - 148, and 
n-1 
ew cde te chr “| FAs) G*(9]|n-1l 
$G)- i$) — >> f, E eer | | 


st -J-1(1— sg)! - 1ds. 








A sufficient condition for td (и) — td (и) 2 0 is 


Е Ки) = G-1(u) 
F-1(s  G-!(s) 





VOss«usl. 


Proof of Corollary 1 


We consider two consumer contests, A and B, with perfor- 
mance functions ХА(р, t) and ХВ(р, t), respectively. We 


redefine (1) as consumers’ skill factors in Contest B and 
let G ‘denote its distribution. The relationship between G 
and F is 


(A8) Gu) = Е 0). 

In line with P}, a sufficient condition for the Contest B to 
generate higher equilibrium consumption is 

G-l(u) | F-1(u) 


€ ——,V0ss«usxl. 


(9) G-i(s Е-1(5) 





Let u = F-1(u) and о = F-\(s). In line with Equation A8, we 
can rewrite Equation A9 as 


How) 
(A10) о ма и 
An equivalent representation of Equation А10 is (let а = 
Н + Ар and Ap — 0): 
Фи – фер) < 0, for all jt (и, D). 

This condition holds if and only if 

ou) ы 

(a) t 2 0, for all н € (4, p. 


where ИЛ is the marginal rate of substitution for Contest А 
and o()/[to’(1)] for Contest B. 


————À—— € —— ———— '——— —— ——— —Ó—— ————Ó——— 
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Jun Ye, Detelina Marinova, & Jagdip Singh 


Strategic Change Implementation 
and Performance Loss in the 
Front Lines 


Adopting a frontline employee (FLE) perspective, this study models a performance loss process during an 
organization’s strategic change implementation. The process is activated by changes in unit management's 
emphases on cost containment and revenue-generating strategies and is governed by FLE detachment. The 
authors also examine an intervention mechanism for mitigating performance loss by including the influence of FLE 
participation in change decisions. The model is tested with data from five service organizations that employ 843 
FLEs. The results indicate that (1) FLE detachment is effective in separating out the negative and positive effects 
of change, (2) FLE change perceptions are sensitive to the focus of strategic change (cost containment versus 
revenue enhancement strategies), and (3) FLE participation significantly enhances the positive effects of change 


and mitigates performance loss. 


zation as a means to keep up with evolving market 
demands and to stay competitive (Day 1994). How- 
ever, implementing strategic change 1s a double-edged 
sword because it simultaneously generates expected perfor- 
mance gain and unexpected performance loss (Brown 2005; 
Kennedy, Goolsby, and Arnould 2003; Simester et al. 
2000). When unexpected performance loss dominates or 
drains away expected performance gain, change becomes 
ineffective. Moreover, the coexistence of performance gain 
and loss is likely to yield confounded evidence for strategic 
change outcomes. Organizations may fail to maximize the 
performance benefits of strategic change because they 
either do not detect the presence of performance loss or fail 
to diagnose and mitigate the loss. It is not surprising that 
extant research provides evidence of equivocal effects of 
change that are either positive (e.g., Siguaw, Brown, and 
Widing 1994) or negative (e.g., Harris and Ogbonna 2000). 
To our knowledge, no study has offered a theoretical or 
empirical approach for identifying and isolating perfor- 
mance loss during strategic change implementation. 
To realize the performance benefits of strategic change, 
an organization must detect and diagnose performance loss 
in change implementation. This requires identifying a medi- 


С“ is fundamental to а modern business organi- 
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ating process that is activated by change implementation 
and results only in performance decrements, which we refer 
to here as the “performance loss mechanism.” This defini- 
tion has two implications. First, this mediating mechanism 
acts as a pathway for performance loss and allows for the 
partialing out of performance gain as the direct pathway 
from change implementation to performance. Second, it 
emphasizes and captures a useful distinction between per- 
formance loss as an outcome (how much is the loss?) and 
performance loss as a mechanism (why did loss occur?). 
Making such a distinction allows for a diagnosis of the loss. 
To our knowledge, prior research has neither explicitly 
examined performance loss pathways nor conceptualized 
performance loss as an outcome-process duality. 

Diagnosing performance loss allows for consideration 
of managerial interventions that suppress performance 
losses while maintaining performance gains (Kennedy, 
Goolsby, and Arnould 2003; Simester et al. 2000). Such 
interventions involve moderators that can curtail or even 
shut down performance loss mechanisms. Moderating inter- 
ventions are especially relevant for service organizations. A 
recent meta-analysis indicates that the positive relationship 
between a market orientation and performance outcomes is 
weaker in service organizations than in manufacturing firms 
(.26 versus .37; see Kirca, Jayachandran, and Bearden 
2005). A reason for this weak relationship is the challenge 
of executing change at customer interfaces (Brown 2005). 
These interfaces involve frontline employees (FLEs) as the 
last link to the customer in the chain of top-down change 
implementation (Harris and Ogbonna 2000). Previous stud- 
ies have suggested that even well-intentioned change strate- 
gies can be subverted by the detachment and defiance of 
FLEs (Kennedy, Goolsby, and Arnould 2003). We reason 
that unless FLEs respond positively to change efforts, per- 
formance loss will be unavoidable. To date, no research has 
systematically studied the change implementation process 
from an FLE perspective. 

This study examines the performance consequences of 
change implementation by (1) modeling the mechanism of 
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performance loss in strategic change implementation and 
(2) examining interventions for managing the resultant per- 
formance loss. Four aspects of the study are noteworthy. 
First, we draw from alienation theory and posit a mediation 
mechanism governed by FLE detachment to isolate perfor- 
mance loss from performance gain in change implementa- 
tion. The mediating mechanism captures performance loss 
that results in negative effects on quality performance. Sec- 
ond, we conceptualize the moderating role of FLE- 
perceived participation in stemming performance loss. 
Drawing on goal-setting theory and the coping literature, 
we propose that FLE participation moderates the mediating 
effect of detachment by diminishing the positive effect of 
change on detachment and suppressing the negative effect 
of detachment on quality performance. Third, we situate the 
study within FLE cognitions and responses to shifts in ser- 
vice organizations’ strategic emphasis (cost containment 
versus revenue enhancement). Fourth, we empirically test 
the posited model using a sample of 843 FLEs from five 
service (health care) organizations. Overall, this study con- 
tributes to the literature by offering new insights into man- 
aging strategic change on the front lines of organizations. 


Theory and Model 


The conceptual framework has three distinct but intercon- 
nected components (see Figure 1). The first component, 


change perceptions, is conceptualized as an FLE’s assess- 
ment of the degree to which his or her job expectations, 
work practices, and/or work unit lack stability and consis- 
tency over time (Armenakis and Bedeian 1999; Siguaw, 
Brown, and Widing 1994). We further propose a work unit’s 
strategic emphasis on cost and revenue as potential 
antecedents of FLE change perceptions (Rust, Moorman, 
and Dickson 2002). The second component involves 
mechanisms that link FLE change perceptions and perfor- 
mance outcomes. This component is represented by direct, 
positive pathways from FLE change perception to FLE per- 
formance outcome (shown as bold arrows) and negative 
pathways that are mediated by FLE detachment (shown as 
dashed arrows). We include productivity and quality as dis- 
tinct dimensions of FLE performance outcomes. Productiv- 
ity refers to FLE performance in increasing the output- 
input ratio of frontline work through effective cost control 
and enhanced efficiency, whereas quality is related to FLE 
performance in enhancing the quality of output for frontline 
work by attending to customer needs and concerns in ser- 
vice encounters (Singh 2000). The third component 
involves mitigating performance loss through FLE- 
perceived participation. We posit that FLE participation 
curbs performance loss in quality performance by reducing 
FLE detachment due to change and suppressing the nega- 
tive influence of FLE detachment on quality performance. 


| FIGURE 1 
The Proposed Model for Strategic Change and Performance Loss In the Front Lines 
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Antecedents of FLE Change Perceptions 


We consider cost and revenue emphases as possible strate- 
gies that an organization adopts to respond to its evolving 
markets, though the proposed model is flexible and could 
encompass other strategies. Following the services litera- 
ture, we posit that FLEs in face-to-face service settings per- 
ceive an increasing emphasis on revenue enhancement as 
sustaining stability and consistency. As Rust, Moorman, and 
Dickson (2002) demonstrate, organizations that achieve 
high levels of quality performance are characterized by 
strategic emphasis on revenue generation. In turn, FLEs, 
who are in the front lines of executing service strategy, have 
traditionally embraced revenue generation goals and service 
quality values. Theoretical support for this assertion comes 
from the literature on schemas as embedded belief struc- 
tures (Fiske and Taylor 1984) and the assimilation—contrast 
theory (Martin, Seta, and Crelia 1990; Meyers-Levy and 
Sternthal 1993). The dominant schema and experience of 
FLEs in face-to-face service settings is based on providing 
high-quality customer service (e.g., Donavan, Brown, and 
Mowen 2004; Schneider and Bowen 1984). Because a 
revenue-emphasis strategy focuses on customer service, it is 
consistent with FLEs' preexisting cognitive schemas and is 
unlikely to be associated with a perception of disruptive 
change. That is, revenue-dominant strategies assimilate into 
FLEs' schemas of customer service and promote stability. 
However, survival in the presence of intense competi- 
tion and technology advances has forced a shift toward cost 
containment or a more balanced quality-productivity 
approach to service delivery. In view of the quality- 
productivity literature, which indicates that FLEs experi- 
ence trade-offs between quality and productivity goals 
(Oliva and Sterman 2001; Singh 2000; Weinberg 2003), we 
expect that an enhanced cost emphasis will result in 
increased change perceptions for FLEs. That is, a dominant 
cost-emphasis strategy presents information and demands 
that run counter to the cognitive schema of FLEs in face-to- 
face settings, thus posing a contrast effect. As a result, a 
dominant cost emphasis is hypothesized to be change pro- 
moting and disruptive. Specifically, 
H;: The more a unit management is believed to emphasize 
cost containment relative to revenue enhancement strate- 
gies, the greater are FLE perceptions of change. 


Change Perceptions and Performance Loss 
Mechanism: The Mediating Role of Detachment 


As we noted previously, the extant literature is marked by 
inconsistency regarding the consequences of change imple- 
mentation, reporting effects on performance ranging from 
positive (e.g., Armenakis and Bedeian 1999; Siguaw, 
Brown, and Widing 1994) to negative (e.g., Gilmore, Shea, 
and Useem 1997; Harris and Ogbonna 2000). We posit a 
performance loss process governed by FLE detachment as a 
key mediator to isolate the negative effects of change imple- 
mentation. In turn, the direct effects of change represent its 
performance gains or positive influence on performance. 
The use of a mediating mechanism to separate negative and 
positive effects has parallels in the stress literature. Stres- 
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sors (e.g., change) can have both positive (“eustress”) and 
negative ("distress") effects on performance. To isolate 
these effects, researchers have included burnout as a key 
mediator in the stressor-performance link to demonstrate 
that the distress effect is modeled by the mediating mecha- 
nism whereas the eustress effect is captured by the direct 
effect of stressors on performance in this mediating model 
(Singh, Goolsby, and Rhoads 1994). Likewise, drawing 
from the work-alienation literature, we conceptualize 
detachment as a specific psychological condition in which 
people tend to cope with stress (e.g., change at work) by 
depersonalizing their work environment, often through a 
cynical, callous, and uncaring attitude toward others 
(Maslach and Jackson 1981). We argue that the mediated 
effect through FLE detachment captures performance loss, 
which involves two pathways: (1) change perceptions 
(causal factor) — FLE detachment (intervening) and (2) 
FLE detachment — performance (outcome). We discuss 
these pathways next. 

On perceiving change, individual FLEs must make 
sense of the change, evaluate the implications of the change 
for their work routines and demands, and figure out possi- 
ble coping strategies. Studies on the consequences of strate- 
gic change provide support for its potential to generate FLE 
detachment (Maslach and Jackson 1981; Piderit 2000; 
Schabracq and Cooper 1998). When change initiatives dis- 
rupt job expectations, work practices, and/or unit manage- 
ment, FLEs are likely to experience higher stress because of 
uncertainty about the expectations for and demands of their 
role performance (Nadler 1982). The more dramatic the 
change, the less useful are the situated roles, the higher is 
the uncertainty, and the greater is the experienced stress 
(isabella 1990; Nadler 1982). The feeling of uncertainty 
and stress inherent in revising situated roles is likely to 
result in greater detachment (Maslach and Jackson 1981; 
Schabracq and Cooper 1998). In addition, employees' 
detachment may originate from their coping with change. 
Frontline employees may resist changes proposed by man- 
agement because they disagree about the necessity for 
change or its direction. As Piderit (2000) reports, unfavor- 
able responses to change might be motivated by the best of 
intentions. When change initiatives fail to account for 
employees' viewpoints, FLEs are likely to feel neglected, 
withdraw cognitively, and become unwilling to engage in 
work. 

Moreover, FLE detachment is associated with perfor- 
mance decrements (McHugh 1997). Several studies have 
used the conservation-of-resources theory (Hobfoll and 
Freedy 1993) to identify motivational arguments to support 
this association. Specifically, detachment is indicative of 
work conditions that overwhelm the coping capacities of 
the individual, fostering avoidance attitudes and disposi- 
tions toward the job and the organization (Bettencourt and 
Brown 2003; Singh, Goolsby, and Rhoads 1994). The 
avoidance attitudes and dispositions are characteristic of 
motivational disengagement from work (Kahn 1990). Per- 
forming work activities that require overcoming motiva- 
tional impediments of disengagement is effortful and draws 
heavily on individual resources (Hobfoll and Freedy 1993). 


Because people are prone to conserving rather than expend- 
ing resources, FLE detachment is posited to negatively 
influence performance outcomes. In a meta-analysis, Lee 
and Ashforth (1996) find consistent support for the negative 
association of detachment and performance. Likewise, Fog- 
arty and colleagues (2000) provide support for this assertion 
in a sample of accounting FLEs. However, few previous 
studies have distinguished between productivity and quality 
dimensions of performance. Because productivity is more 
easily measured and monitored than performance quality, 
Singh (2000) argues and provides evidence that stressed 
frontline employees attempt to maintain their productivity, 
though their performance quality exhibits significant decre- 
ments. In other words, FLEs appear to deploy their coping 
resources to maintain their productivity levels despite expe- 
rienced detachment. Thus, we posit that detachment pro- 
duces loss effects for FLE quality but not productivity 
performance. 


Но: FLE detachment mediates the negative effects of change 
perceptions on quality performance such that (a) FLE 
change perceptions are positively related to feelings of 
detachment and (b) FLE detachment is negatively related 
to quality performance. 


Direct Effects of Change Perceptions 


We posit that change perceptions are associated with posi- 
tive, direct effects on productivity and quality performance 
after we account for the performance loss pathway. Strate- 
gic change is usually triggered in response to a firm’s 
dissatisfaction with current processes and/or outcomes 
(Dunphy 1996). As such, the underlying motivation for 
implementing change processes is to positively enhance 
FLEs’ productivity and quality performance. To date, most 
studies have failed to find unequivocal support for positive 
effects because these effects are confounded with potential 
negative effects of change, resulting in overall weak or null 
effects. As we discussed previously, the explicit modeling 
of a performance loss pathway alleviates these confounding 
effects of change. Thus, we posit that the intended positive 
effects of strategic change emerge after accounting for per- 
formance loss through the mediating role of detachment. 
Нз: ELE perceptions of change are positively related to (a) 
productivity performance and (b) quality performance. 


Managing Performance Loss: The Moderating 
Role of FLE Participation 


The success of change efforts depends not only on their 
content and focus but also on organizational interventions 
in strategic change implementation (Armenakis and 
Bedeian 1999; Hendry 1996). A particularly relevant orga- 
nizational intervention is employee participation (Arme- 
nakis, Harris, and Mossholder 1993; Pasmore and Fagans 
1992). Drawing on the high-involvement work practices lit- 
erature (Hackman and Oldham 1980), we define FLE par- 
ticipation as employees’ perceptions of their collective 
involvement in developing and implementing change initia- 
tives and decisions that influence their work units. Note that 
in accordance with the notion of psychological climate, 


FLE participation is a subjective assessment of employees 
and not a work characteristic designed by managers (thus, it 
is perceived). It is operationally relevant at the work-unit 
level and is based on how employees as collectives rather 
than as individuals engage in change decision making and 
implementation. 

We posit that FLE participation moderates the relation- 
ship of change perceptions to detachment and the relation- 
ship of detachment to performance through distinct mecha- 
nisms. Specifically, the change—detachment moderation is 
based on the logic that FLE participation influences how 
employees make sense of change in their work environment 
and how this sense making shapes their goal setting and 
commitment (Erez and Arad 1986; Locke and Latham 
2002). The moderation of the detachment-performance 
relationship is based on the coping literature and how FLE 
participation provides employees with coping resources to 
mitigate the negative effect of detachment (Heaney, Price, 
and Rafferty 1995; Singh 2000; Spector 1986). 

Participation moderates the change perceptions- 
detachment relationship. We reason that FLE participation 
moderates the association between change perceptions and 
detachment by activating three goal-related processes: 
social, motivational, and cognitive mechanisms (Erez and 
Arad 1986). First, a social mechanism is operative because 
participation enhances FLE involvement in goal setting and 
decision making (Bennet 1955), facilitates a sense of proce- 
dural justice among FLEs (Renn 1998), and overcomes 
FLEs’ resistance to change, thus suppressing FLE detach- 
ment. Second, a motivational mechanism is supported 
because FLE participation affords a sense of control over 
the change process, which increases employees’ goal accep- 
tance and commitment and thus supports positive attitudes 
toward the job and organization (Erez, Earley, and Hulin 
1985). Third, a cognitive mechanism is activated because 
FLE participation allows for expression of individual opin- 
ions, sharing of information, responding to questions, and 
engagement in a discourse. As a result, FLE participation is 
likely to improve employees’ understanding of a change and 
its implications for individual employees (Locke and 
Latham 2002). Consequently, FLEs are less likely to experi- 
ence a sense of isolation, unfairness, and ambiguity and are 
more likely to accept the change and show commitment to 
the change efforts. 

Hy,: The greater ће FLE participation, the less positive 1s the 

influence of change perceptions on detachment. 


Participation moderates the detachment-quality perfor- 
mance relationship. We posit that FLE participation evokes 
a coping mechanism that buffers the individual employee 
from the negative effect of detachment on quality perfor- 
mance. When dealing with the stress fostered by change, 
FLEs need coping resources to help them self-regulate and 
arrest the dysfunctional effects of stress on performance. 
The participation in change decisions is one such coping 
resource. Research has demonstrated that employee partici- 
pation in decision making increases perceived control and 
efficacy cognitions, which in turn enhance employee ability 
and motivation to cope with stress (Heaney, Price, and Raf- 
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ferty 1995; Lazarus and Folkman 1984; Spector 1986). For 
example, Singh (2000) examines a “buffering” mechanism 
for the effect of perceived control on FLE job outcomes. In 
this mechanism, both the presence and the functionality of 
perceived control are derived from participation and act to 
weaken the link between perceived stress and job perfor- 
mance. Likewise, we expect that coping resources enabled 
by FLE participation are likely to activate a buffering effect 
such that participation suppresses the negative impact of 
detachment on quality performance. 

Hay: The greater ће FLE participation, the less negative is the 

impact of detachment on quality performance. 


Method 


Research Setting 


We selected the nonprofit health care sector as the setting 
for our study. Similar to other service industries, the health 
care industry is facing turbulent institutional, competitive, 
and market environments that require hospital units to adapt 
and alter strategic practices. Hospital units are forced to 
maintain a balance between delivering high-quality care 
and running an efficient operation to achieve modest profits 
under highly regulated and constrained payment structures 
(Fennell and Alexander 1993; O’Connor and Shewchuk 
1995). In response to these market trends, hospitals have 
implemented many change strategies that enable individual 
units to focus on cost containment and control (Kumar, 
Subramanian, and Strandholm 2002). At the same time, 
advances in medical technology, treatments, and care prac- 
tices require that hospitals continually invest in individual 
units that enhance the quality of patient care in terms of 
both objective (e.g., Joint Commission on Accreditation of 
Healthcare Organizations) and subjective (e.g., patient satis- 
faction) criteria. Together, the preceding cost containment 
and revenue-enhancing responses trigger changes that high- 
light the underlying tension between the cost and revenue 
motivations (Kumar, Subramanian, and Strandholm 2002). 
Thus, hospitals provided a relevant context for our study. 
Five not-for-profit hospitals in the northeastern United 
States were contacted for participation. 


Sampling 


Overall, we selected 3626 hospital FLEs with direct patient 
interactions for this study. Each FLE was mailed a question- 
naire packet that included (1) a letter describing the purpose 
of the study, (2) a seven-page questionnaire, (3) a return 
postage-paid envelope, and (4) a lottery card incentive for 
one of three cash prizes. We promised all FLEs confiden- 
tiality to facilitate candid responses and followed up with a 
second mailing of the survey to all unit employees. 

In all, we received 1649 responses; response rates 
ranged from 41% in Hospital 4 to 57% in Hospital 1 (aver- 
age = 45%). Of these responses, 251 were not usable 
because (1) data were missing, (2) data were of poor quality 
(e.g., lack of variation), or (3) the returned survey had never 
been delivered. From the remaining 1398 employee 
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responses, we chose responses by registered nurses and 
licensed practical nurses who actually delivered health care 
service to and had direct contact with patients as our final 
study sample. We ruled out employees with clerical, techni- 
cal, or backroom positions. Such employees have limited 
contact with patients and rarely provide direct health care 
service to them. Therefore, our usable sample size was 843. 

Table 1 summarizes the sample profile. Aproximately 
95% of these employees were female. Because nursing has 
traditionally been female dominated, this is not unusual. 
More than half of the respondents had a college degree, 
most were less than 46 years of age (65%), and approxi- 
mately 46% had more than 16 years of hospital experience. 
Nearly 60% were full-time employees who worked on the 
day shift, and the median salary was between $30,000 and 
$49,999. To examine sample homogeneity over the five 
hospitals, we examined distributional variability in terms of 
FLEs’ age, education, income, and tenure. In terms of vari- 
ability in mean values, we found significant differences for 
age (F = 3.03, p < .05), education (F = 12.9, p < .01), and 
income (F = 19.93, р < .01) but not for tenure (F = 1.92, p > 
.05). In terms of variability in variances, we found sig- 
nificant differences using a Levene test for equality of 
variances for age (4.89, р < .01), education (25.94, p < .01), 
income (18.06, p « .01), and tenure (5.74, p « .01). To 
account for sample heterogeneity, rule out alternative expla- 
nations, and mitigate omitted variable problems, we 
included individual FLE (e.g., age, education, experience, 
income) and contextual (e.g., hospital dummies) factors as 
control variables in our analysis. 


Measurements 


As much as possible, we relied on construct measures avail- 
able in the literature that could be adapted for the study's 
context. The Appendix provides the specific items we used. 


Unit cost and revenue emphases. We developed the 
scales for unit cost and revenue emphases following a pro- 
cedure that Spector (1992) outlines, which involve (1) con- 
struct definition based on the literature, (2) construct inter- 
pretation and item generation based on the literature, (3) 
item refinement using think-aloud exercises and pretests, 
and (4) scale and psychometric analysis based on large- 
scale quantitative work. After the think-aloud exercise and 
pretest based on interviews with FLEs in different units at 
four of the five hospital locations and chief executive offi- 
cers, unit managers, and administrators at all hospital loca- 
tions, we developed five items each to measure different 
organizational practices that reflected unit cost and revenue 
emphases. To provide a reasonable bandwidth for these 
constructs, we selected the items to represent somewhat dif- 
ferent practices with a common theme related to the focal 
strategic emphasis. We subsequently excluded two revenue 
items and one cost item because of low factor loadings. We 
used a five-point "strongly disagree/strongly agree" Likert 
scale for all items. 

Mediators and moderators. We measured change per- 
ceptions as the degree of change perceived by FLEs in the 
following six aspects of unit functioning: (1) unit practices, 
(2) unit leadership, (3) assigned tasks, (4) general unit 


TABLE 1 
Demographic РгоПе of FLEs Across the Five Hospital Settings 


H1 (%) H2 (%) H3 (%) H4 (%) Н5 (%) ` All (%) 

Age 

$35 35 34 26 18 34 32 

36—45 37 30 35 32 28 33 

46—55 25 21 31 37 30 28 

256 3 15 8 13 8 7 
Shift 

Day 61 56 62 50 58 59 

Evening 14 23 9 25 19 16 

Night 25 21 29 25 23 25 
Gender 

Male 7 0 5 3 5 5 

Female 93 100 95 97 95 95 
Total Hospital Experience 

<Б 23 31 20 16 21 22 

6—15 37 18 26 35 35 32 

216 40 51 54 49 44 46 
Employed in the Present Hospital 

<5 35 43 32 35 35 35 

6-15 4i 16 29 24 28 32 

216 24 41 39 41 37 33 
Income 

<$10,000 2 9 8 3 5 5 

$10,000-$29,999 11 42 28 16 22 21 

$30,000-$49,999 72 49 61 81 58 64 

2$50,000 15 0 3 0 15 10 
Education 

High school, tech certificate 2 26 3 8 7 7 

Associate degree 30 21 49 25 51 39 

College, graduate school 68 53 48 67 42 54 
Job Title 

Registered nurse 95 70 96 100 85 90 

Licensed practical nurse 5 30 4 0 15 10 


м—Ф—жШ eee: OC Cr ————_———— 


expectations, (5) criteria for performance evaluation and 
promotion, and (6) unit organization. We used a five-point 
“strongly disagree/strongly agree” Likert scale. We assessed 
detachment with a four-item scale adapted from the work of 
Maslach and Jackson (1981). Because detachment captures 
avoidance dispositions toward some objects, the items were 
keyed to relevant objects in the FLEs’ work environment, 
including patients, colleagues, unit management, and top 
Management. We believed that explicitly including these 
relevant objects would provide a more valid representation 
of the detachment construct. We measured perceived par- 
ticipation with four items adapted from the work of Pugh 
and Hickson (1976). We used a five-point “never/very fre- 
quently” Likert scale to measure the detachment and par- 
ticipation items. Because of poor factor loadings, we 
deleted one item each from the detachment and participa- 
tion scales. 


Performance outcomes. Three approaches have been 
used for collecting performance data: (1) supervisor, (2) 


customer, and (3) self-report ratings. Of these approaches, 
customer ratings are considered the most appropriate in 
frontline settings with significant customer contact. How- 
ever, current medical privacy laws do not permit hospitals to 
release patient information to third parties, which makes it 
nearly impossible to collect primary data from patients and 
match them with individual FLEs. In a series of studies, 
Churchill and Peter (1984) and Schneider and colleagues 
(1996) demonstrate that though supervisor ratings correlate 
poorly, self-report ratings of frontline service workers cor- 
relate well with customer ratings of service delivered. Thus, 
we used self-report measures of different performance out- 
comes. Realizing the potential for common method bias, 
we employed procedures to mitigate its effects (to be dis- 
cussed). We assessed two performance outcomes—the pro- 
ductivity (three items) and quality performance (four items) 
of FLEs—by adapting scales used in prior research (Singh 
2000). For each dimension, we used a seven-point “lowest 
20%/top 5%” Likert scale. 
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Method of Analysis 
Measurement model analysis. We assessed the psycho- 


metric properties of study constructs using a confirmatory · 


factor analysis (CFA) of the items corresponding to all the 
constructs. We secured the necessary psychometric evi- 
dence of convergent and discriminant validity by using 
structural equations modeling (SEM) approaches with EQS 
software (MacCallum and Austin 2000). 


Structural model analysis. After the measurement 
analysis, we tested the hypothesized model by conducting a 
multigroup analysis based on the level of FLE-perceived 
participation (Cohen et al. 2003). Although this multigroup 
approach loses information by categorizing a continuous 
variable, the alternative approach—using interaction terms 
with the continuous measure of participation—assumes 
homogeneity of moderator effects through the range of 
observed participation scores. Because of our diverse sam- 
ple in multiple hospitals, it was likely that the moderating 
effect of participation varied depending on its level. As 
such, we divided the overall sample into three subsamples 
that corresponded to respondents’ low, medium, and high 
levels of participation. We then conducted a multigroup 
analysis with the high- and low-participation groups by 
simultaneously estimating the following equations: 


( CHANGE = В, + B,UCOST + B,UREVE + B,D, 
+ Вар, +В;р, + Вер, + ВАСЕ + BEDU 
+ ВоЕХР + ВАС + +8, СМЕ + e, 

(2) DETACH =a, +a,UCOST + о ОКЕМЕ 
+ о, СНАМСЕ + ор, + ар, + „р, 
+ 04D, + G5 AGE + об EDU + а, ВХР 
+ а, INC + 047 СМЕ + 6, 

(3) QUALITY = @, + 6;CHANGE + 6,РЕТАСН + 64D; 
+6,D, +8,D, + 6,0, + 6,AGE + 6,EDU 
+ @,EXP + 6,)INC + 8; СМЕ + c, and 

(4) PRODTY = 1, + CHANGE + 1;DETACH + тур, 
+ 14D; + 75D, + ngD4 + Tj AGE + nyEDU 
+ ТЕХР + Njo INC + 1) СМЕ +p, 


where CHANGE, DETACH, QUALTY, and PRODTY indi- 
cate the constructs of change perceptions, detachment, 
quality, and productivity, respectively. Likewise, UCOST 
and UREVE represent unit cost and revenue emphasis. Sev- 
eral control variables were also specified, including 21-04 
as hospital dummies and AGE, EDU (education), EXP 
(hospital experience), INC (annual income), and CMF 
(common method factor; we discuss this in greater detail 
subsequently). 

Key analytical issues. In estimating and testing hypothe- 
sized coefficients, we specifically addressed issues pertain- 
ing to (1) the differential impacts of unit revenue and cost 
strategic emphases, (2) common method bias, (3) the mod- 
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eling of latent means, and (4) tests for moderated media- 
tion. In terms of the first issue, our hypotheses involve test- 
ing the degree to which change strategies are dominated by 
an emphasis on cost relative to revenue. Although differ- 
ence scores are often used to test such differential effects, 
this procedure is problematic (Peter, Churchill, and Brown 
1993). We used an alternative approach based on the work 
of Edwards (1995) in which we initially constrained the 
coefficients for the corresponding cost and revenue empha- 
sis to be equal in absolute value (to account for opposite 
sign) and checked the validity of the constraints by examin- 
ing the Lagrange-multiplier (LM) test statistics associated 
with the imposed constraint. If the LM test produced sig- 
nificant results and nonoverlapping confidence intervals, we 
released the constraints and reestimated the model. 

With regard to common method bias, because our study 
focuses on FLEs’ self-reported data, we recognized the 
potential for such bias and took several steps to minimize its 
effects. First, in designing the survey instrument, we fol- 
lowed Feldman and Lynch’s (1988) recommendations for 
countering “self-generated validity” by careful placement of 
survey questions, extensive pretesting with the subject pop- 
ulation, and use of linguistic terms and phrases naturally 
used by the respondents. We ensured that the focal con- 
structs did not appear in the hypothesized order 
(antecedents — mediating variables — consequences). Sec- 
ond, we modeled common method bias following proce- 
dures that Lindell and Whitney (2001) and Podsakoff and 
colleagues (2003) outline. Specifically, we explicitly esti- 
mated a common method factor in which each manifest 
item was hypothesized to have an equal loading on the 
method factor in addition to a loading on its theoretic con- 
struct. To provide a reasonable representation of this com- 
mon method, we followed Lindell and Whitney’s (2001) 
recommendation to include in the model other constructs 
that share the same common method because they were 
included in the survey but were not included in the pro- 
posed model. For this study, we included four additional 
constructs—institutional forces, market forces, customer 
rejection, and customer relationship effort—measured by 
three, three, three, and two items, respectively. Finally, we 
included the estimated common method factor in each of 
the structural equations estimated. Doing this partialed the 
variance due to the common method factor out of the esti- 
mated structural coefficients. 

In terms of estimating the Jatent mean, we recognized 
that the posited hypotheses for moderation by participation 
involved a simultaneous multigroup analysis. As Ployhart 
and Oswald (2004) outline, accurate modeling of structural 
equations in multigroup analysis requires estimation of both 
intercepts (latent means) and coefficients (regression paths) 
because both are likely to differ across groups. For this pur- 
pose, we adapted Polyhart and Oswald’s means and covari- 
ance structure (MACS) analysis procedures by simultane- 
ously estimating (1) factor loadings that relate observed 
indicants to their hypothesized latent factors and a common 
method factor, (2) latent factor and indicator means, (3) 
constraints on hypothesized factor loadings across groups to 
test for measurement equivalence across groups, and (4) 
hypothesized relationships among latent factors after we 


ensured measurement equivalence. In accordance with the 
MACS procedure, the latent mean in one of the groups (low 
participation) is set to zero to provide a baseline for com- 
parison. Moreover, because they provide control over mea- 
surement error, common method bias, and measurement 
nonequivalence, the MACS procedures were appropriate for 
our moderation analysis. The statistics for fit and hypothesis 
testing were similar to those typically used for SEM 
models. 

With regard to testing moderated mediation, the 
hypothesized model includes mediation effects of detach- 
ment that are moderated by participation. To test these mod- 
erated mediation hypotheses, we followed the approach that 
Muller, Judd, and Yzerbyt (2005) outline. This approach 
involves a series of tests that explicitly examine whether a 
proposed moderator significantly moderates the influence 
of (1) the antecedent on the intervening variable and (2) the 
intervening variable on the outcome. We tested the two 
paths involved in the mediation for significance using 
Shrout and Bolger’s (2002) approach. This approach 
amends Baron and Kenny’s (1986) conventional approach 
to account for distal antecedents within an SEM approach 
(cf. James, Mulaik, and Brett 2006). Shrout and Bolger’s 
(2002) approach does not take the condition of a signifi- 
cant path from the antecedent to the outcome as a necessary 
first step for testing mediation hypothesis. Instead, support 
for the antecedent-intervening relationship and the 
intervening—outcome relationship is sufficient for media- 
tion, especially when distal antecedents are considered, as 
in our study. For implementing the moderated mediation 
tests, we used a set of nested models; the null effect was the 
common baseline for comparison. We initially tested each 
path in the two moderator groups for null effects (by con- 
straining to zero) using an LM test. If the hypotheses fail to 
be rejected in both groups, both paths are set equal, and 
there is no support for moderation. In contrast, if the 
hypotheses are differentially rejected (only in one group), 
the appropriate path is freely estimated, and moderation is 
supported. Finally, if the hypotheses are rejected in both 
groups, both paths are freely estimated and tested for equal- 
ity. If the equality hypothesis is rejected in this analysis, 
moderation is supported. 


Results 


Measurement Model Analysis 

Tables 2 and 3 summarize the construct intercorrelations 
and CFA results. Each indicator is specified to load on its 
hypothesized latent factor. In overall model fit, the hypothe- 
sized model yields a chi-square of 789.02 (d.f. = 278, p < 
01). Because the chi-square statistic is known to be overly 
sensitive to sample size (MacCallum and Austin 2000), 
incremental (e.g., normed fit index [NFI], comparative fit 
index [CFI]) and absolute goodness-of-fit indicators (e.g., 
standardized root mean square residual [SRMR], root mean 
square error of approximation [RMSEA]) are given greater 
prominence in evaluating model fit. Here, the NFI and CFI 
are .92 and .95, respectively (i.e., greater than .90, the rec- 
ommended value for reasonable fit). Likewise, the SRMR is 
.052, and the RMSEA is .047 (90% confidence interval: 


.043—.051), indicating that the discrepancies are marginal 
and narrowly bounded. Finally, the nonnnormed fit index 
(NNFD—an index that balances fit and parsimony—is .94, 
indicating that the hypothesized linkages among the mea- 
sures and their respective constructs not only provide a 
good fit to the data but also yield a parsimonious model. 

Tables 2 and 3 provide further support for discriminant 
and convergent validity of the study constructs. Note that, 
without exception, the estimated loadings are large and sig- 
nificant (t-values > 8, р < .01). However, the composite reli- 
abilities, which we calculated using Fornell and Larcker’s 
(1981) approach, for three constructs—unit cost emphasis, 
revenue emphasis, and detachment—do not exceed .70, the 
commonly used norm for acceptable psychometrics, though 
the estimated reliabilities invariably exceed .60. In keeping 
with this, the variance-extracted estimates for all but these 
three constructs exceed .50, the threshold value that Fornell 
and Larcker recommend. This suggests that three constructs 
have marginal reliabilities. As we noted previously, we 
selected measures for these constructs, recognizing the 
trade-offs between reliability and validity (Churchill and 
Peter 1984). As such, despite the marginal reliabilities for 
some constructs, all study constructs provide evidence of 
acceptable discriminant validity without any exceptions. 
For example, the intercorrelations among the composites in 
Table 2 reveal that the highest correlation involves partici- 
pation and a unit revenue emphasis (r = .38), indicating that 
no two constructs share more than 16% of their variance. 
Moreover, the correlation between the composites for unit 
cost and revenue emphasis is .34 («1296 shared variance), 
dispelling any concern that these constructs may lack dis- 
criminant validity. Recall that we noted that cost and reve- 
nue emphases may represent conceptually contrasting 
sources of FLE change perceptions. Table 3, which is based 
on correlations corrected for measurement error, provides 
further support for the discriminant validity of the study 
constructs. Without exception, variance-extracted estimates 
for each construct exceed its average of variance shared 
with any other study construct. Even when the more con- 
servative criterion of maximum variance shared between 
any two constructs is used, the condition of variance 
extracted exceeding variance shared is upheld (Fornell and 
Larcker 1981), as Table 3 shows. 


Structural Model Analysis 


We first fit the hypothesized model, including a common 
method factor, to the data for low and high participation in a 
simultaneous multigroup analysis. Recall that we planned 
to use the MACS procedures and have each construct item 
load on its own hypothesized factor and on a common 
method factor. In accordance with the work of Lindell and 
Whitney (2001), we constrained the common method factor 
loadings to be equal in the low- and high-participation 
groups to indicate that the method factor was common to 
corresponding items. To test for measurement equivalence, 
we compared an unconstrained model in which the 
hypothesized measurement loadings were freely estimated 
with a constrained model in which they were set equal 
between groups. This comparison produced the following 
change-in-fit statistics: Ay2 = 34.32, Ad.f. = 24, p = .08. 
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TABLE 2 
Summary Statistics and Intercorrelations for the Study Constructs 
CEDERE ocaeca Aet АЕ ЕЕ Е i ML LL 


1 2 

1. Unit cost emphasis 1.00 

2. Unit revenue emphasis .З4* 1.00* 
3. Change perception .04 —.18* 
4. Detachment – 10“ —.28* 
5. Participation .15* .38* 
6. Productivity performance .22* .04 
7. Quallty performance .07 —.03 
M 2.98 2.57 
SD .78 72 


*Correlation ів significant at the .01 level (two-talled). 


This change in chi-square suggested that the measurements 
were equivalent for the low- and high-participation groups, 
and the differences, if any, could not be reasonably attrib- 
uted to measurement differences. Likewise, to test whether 
the common method factor extracted significant systematic 
variance, we compared the proposed model with a con- 
strained model (method loadings set to zero), obtaining the 
following change-in-fit statistics: Ay2 = 39.20, Ad.f. = 10, 
p < 01. This indicated the significance of common method 
bias and supported modeling it to partial out its effects. 
When we allowed for measurement equivalence and the 
common method factor, the posited model in the low- and 
high-participation groups produced the following fit statis- 
tics from the MACS procedures: X? = 2831.58, d.f. = 1766, 
p < 01; NNFI = .99; NFI = .98; CFI = .99; SRMR = .063; 
and RMSEA = .044 (90% confidence interval = .041–.048; 
see Table 4). In accordance with both absolute and relative 
fit criteria for acceptable models, these results indicate that 
the posited model accounted for the systematic covariation 
in the data. Moreover, the estimated coefficients appear to 
be substantively reasonable, with acceptable standard 
errors. Thus, the preceding fit statistics provide confidence 
in the posited model and estimated coefficients for hypothe- 
sis testing and interpretation. 

Antecedents of FLE change perceptions. In both the 
high-participation and the low-participation groups, unit 
cost emphasis was positively related (B; = .27, р < .01) to 
FLEs’ change perceptions, and revenue emphasis was nega- 
tively related to those change perceptions (В = – 27, р < 
.01). This pattern of findings supports Ну, in that ап increas- 
ing emphasis on cost enhances FLEs’ change perceptions, 
but an increasing emphasis on revenue promotes stability 
and reduces FLEs’ change perceptions. In addition, we esti- 
mated that FLEs in the high-participation group would have 
a lower latent mean score for change perceptions than the 
FLEs in the low-participation group (Alm = -.26, p < .01, 
where Alm refers to the estimated difference in latent 
means). 

Performance loss mechanism: the mediating effect of 
detachment. In the low-participation group, FLEs’ change 
perceptions had a positive influence on detachment (03 = 
.26, p < .01), and detachment had a negative influence on 
quality performance (05 = —.37, p < .01). Thus, Но was sup- 
ported in the low-participation group. In the high- 
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3 4 5 6 7 
1.00* 

.32* 1.00 
—.30* —.31* 1.00 

07 —.07 .05 1.00 

00 —.15* .06 .37* 1.00 
2.78 2.42 2.84 4.07 5.80 

89 77 .83 1.30 1.13 


participation group, Н, was not supported. Neither the 
influence of FLEs' change perceptions on detachment (03 = 
.01, p > .10) nor the effect of detachment on quality perfor- 
mance (8 = .16, p > .10) was sufficiently large to attain sig- 
nificance. Notably, the estimated latent mean for FLE 
detachment in the high-participation group was lower than 
that for the low-participation group (Alm = – 45), though 
this difference was of borderline significance (p < .10). 

In accordance with the work of Shrout and Bolger 
(2002), the mediation hypothesis is supported if both the 
antecedent — intervening and the intervening — outcome 
coefficients are significant. From the preceding estimated 
coefficients (see Table 4), the mediation hypothesis for 
detachment appeared to be plausible for the low- 
participation group (both paths were significant at p < 01) 
but not for the high-participation group (neither path was 
significant). We formally test the implied moderated media- 
tion subsequently. 

Direct effects of change perceptions. The direct influ- 
ence of change perceptions on FLE productivity in both the 
low-participation (n; = .06, р > .10) and the high- 
participation groups (т = .06, p > .10) was nonsignificant. 
Thus, Нза was not supported. However, FLE change per- 
ceptions were positively related to quality performance in 
the low-participation group (0; = .32, р < .05) but not in the 
high-participation group (8; = .01, p > .10). Thus, Hay was 
partially supported. Moreover, note that the level of quality 
performance is significantly higher in the high-participation 
than the low-participation group (Alm = .59, p « .05). In 
contrast, the level of productivity performance is statisti- 
cally invariant for the two participation groups. 

Moderating effect of participation. Although the preced- 
ing results provide support for the moderation effect of par- 
ticipation on the change —> detachment and the 
detachment — quality linkages, here we provide formal 
tests for this moderated mediation. For the change — 
detachment path, imposing formal constraints suggested 
that this path was statistically no different from zero for the 
high-participation group (x? = .40, p = .53) but strongly dis- 
crepant from zero for the low-participation group (x? = 
11.59, p = .01). Moreover, because the influence of FLE 
change perceptions on detachment was positive for low par- 
ticipation (оз = .26) and zero for high participation, На 
was supported. Likewise, the detachment — quality perfor- 


TABLE 3 
Results from the CFA of Study Constructs 





Loading* t-Value 
Unit Cost Emphasis 
Ucosti .57 —b 
Ucost3 52 10.32 
Ucost4 .68 11.68 
Ucost5 50 10.11 
Unit Revenue Emphasis 
Чгеме1 77 —b 
Ureve2 51 11.62 
Ureve4 56 12.43 
Change Perception 
Chang1 .61 —b 
Chang2 54 13.51 
Chang3 .79 17.82 
Chang4 .87 18.94 
Chang5 74 16.99 
Chang6 .82 18.24 
Detachment 
Detat 42 —b 
Deta3 53 8.75 
Deta4 75 9.36 
Perceived Particlpation 
Partic1 .53 —b 
Partic2 .79 14.37 
Partic4 84 14.42 
Productivity Performance 
PPerf1 .93 —b 
PPerf2 .96 40.22 
PPerf3 .65 22.45 
Quality Performance 
QPerf1 .87 —b 
QPerf2 .89 36.40 
QPerf3 .93 39.41 
ОРепа .88 35.56 


Varlance Average Variance 
Rellabllityc Extractedd Shared (Maximum)e 
.66 .33 .08 (.30) 
.85 38 Л4 (.30) 
.88 54 .08 (.24) 
.61 .36 .14 (.29) 
77 54 .13 (.29) 
.89 74 .04 (.11) 
94 80 .02 (.11) 


®The estimates are standardized coefficients (all р < .01) and t-values from maximum Ilkelihood solution using EQS. 
bThe corresponding coefficient was fixed to set the metric of the latent construct. 


*Estmated composite reliability in пө with Fornell and Larcker (1981). 


dEstimated variance extracted by the corresponding latent construct from its hypothesized indicators п line with Fornell and Larcker (1981). 
еАуегаде of the variance shared between the corresponding latent construct and all other constructs of study. The maximum vanance shared 


is in parentheses. 


mance path failed to distinguish statistically from zero for 
the high-participation group (y? = .26, p = .61) but was 
highly discrepant from zero for the low-participation group 
(x? = 4.60, p = .03). This pattern of findings also provides 
support for H4y because the detachment — quality perfor- 
mance coefficient was negative for low participation (6) = 
—.37) but zero for high participation. Thus, the mediation 
effect of detachment is absent for high participation but 
highly significant for low participation. 


Discussion 
This study focuses on the mechanisms through which 
strategic change initiatives affect frontline performance. We 
used an FLE perspective to (1) examine the influence of 
cost containment and revenue enhancement strategies on 


FLE change perceptions and performance outcomes, (2) 
isolate the negative (from the positive) consequences of 
strategic change to identify processes involved in perfor- 
mance loss, and (3) test the moderating role of FLE partici- 
pation in mitigating performance losses. The focus on FLEs 
is a unique aspect of our research. We argued that perfor- 
mance loss in the front lines undermines the potential for 
realization of market and competitive advantages from an 
organization’s strategic change initiatives (Harris and 
Ogbonna 2000). The findings provide new insights and 
guidelines for tackling implementation challenges of strate- 
gic change in organizations. 

This study is subject to several limitations. First, the 
sample limits the generalizability of our findings to not-for- 
profit health care organizations. Although nothing in the 
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proposed model hinders its application to other organi- 
zational settings, empirical evidence beyond the current 
setting is lacking. For future studies, researchers might 
consider extending the proposed model to for-profit organi- 
zations and examining the robustness of reported findings. 
Second, the study is based on a cross-sectional, self-report 
design. Using “objective” data from customers or credible 
key informants to confirm the reported findings would 
likely be useful. We made systematic efforts to mitigate the 
potential for common method bias by (1) designing and 
pretesting the survey instrument to counter self-generated 
validity, (2) explicitly modeling a common method factor, 
and (3) partialing out the effect of the common method fac- 
tor from the estimated structural coefficients. Third, 
research employing longitudinal designs that allow tracing 
of change processes over time will extend the implications 
of the current work. Longitudinal studies can provide useful 
evidence for the evolution of the positive and negative path- 
ways as FLEs learn to cope with change. Fourth, this 
research focused on a single moderator, participation, to 
examine the contingent effects of change perceptions. 
Examination of other potential moderators that are sup- 
ported by theory and point to managerial action is war- 
ranted. Fifth, we recognize that the measures of unit cost 
emphasis, revenue emphasis, and detachment have less than 
desirable levels of construct variance. Although future stud- 
ies could focus on refining these scales, we show that the 
construct variance is robust and not confounded with other 
measures (average variances extracted > shared variance). 
Sixth, the makeup of our sample is mostly female. We rec- 
ognize that women are more heavily represented in health 
care service settings, but further research should examine 
performance loss and strategic change in other, gender- 
diverse contexts. Finally, in the chosen health care setting, 
we did not address the role of physicians in change imple- 
mentation, because they are usually not hospital employees 
and are less regulated by hospitals’ strategic change 
emphases. However, we recognize that physicians are 
important agents of change implementation and respond to 
changing practices in hospitals. Further research should 
consider focusing on such groups to enrich the understand- 
ing of strategic change implementation and performance 
loss mechanisms. Despite these limitations, the results we 
obtained provide useful insights into mechanisms of change 
perceptions and performance loss in the front lines of 
organizations. 


Cost Emphasis Induces Change Perceptions and 
Detachment, and Revenue Emphasis Curbs Both 


Cost containment and revenue enhancement have received 
attention in the marketing literature as possible strategies 
for organizational profitability and competitiveness (Rust, 
Moorman, and Dickson 2002; Mittal et al. 2005). Our study 
contributes to this body of work by providing evidence for 
the influence of these strategies on FLE attitudes and per- 
formance. Organizational performance and, thus, profitabil- 
ity is, to some extent, contingent on FLE performance. 
Understanding how cost- and revenue-emphasis strategies 
shape FLE performance can provide useful insights into 


when and why a revenue- (cost-) emphasis strategy 
enhances (diminishes) organizational profitability. 

Our study reports that a cost-emphasis strategy induces 
FLEs’ change perceptions, regardless of the level of these 
employees’ participation in change decisions. In contrast, a 
revenue-emphasis strategy curbs FLE change perceptions, 
and this influence is unperturbed by FLE participation. We 
anticipated this pattern on the basis of assimilation—contrast 
logic and premises about the dominant schemas of FLEs. 
We reasoned that service employees, who self-select them- 
selves into this career with daily face-to-face customer con- 
tact, tend to be customer oriented and have empathy toward 
customers (Donavan, Brown, and Moven 2004; Schneider 
and Bowen 1984). Thus, these FLEs’ dominant schemas are 
likely focused on quality and consistent with a revenue- 
emphasis strategy, which usually has enhancement of qual- 
ity as an aim, at least in service settings (Rust, Moorman, 
and Dickson 2002). The assimilation of a strategic focus on 
revenue emphasis into FLEs' dominant schemas is sup- 
ported by the former’s negative effect on FLE change 
perceptions (—27, р < .05). This result implies that FLEs 
perceive an increasing focus on revenue emphasis as dimin- 
ishing their change assessments. Using a contrast logic, we 
reasoned that a strategic focus on cost containment would 
be likely to conflict with FLEs’ dominant schemas because 
it presents counterdemands and evokes the potential for 
productivity—quality trade-offs. The results support this 
contrast hypothesis, as evidenced by the positive effect of a 
strategic cost emphasis on FLE change perceptions (.27, р < 
.05). Notably, the promoting effect of a strategic cost 
emphasis is statistically invariant in absolute value from the 
curbing effect of a strategic revenue emphasis on FLE 
change perceptions. This absence of significant variance 
suggests that managers can neutralize the inducing effect of 
cost emphasis by concurrently and commensurately 
increasing their emphasis on revenue enhancement. 

Our findings suggest that the dysfunctional effects of a 
cost emphasis are not limited to inducing FLE change per- 
ceptions. Rather, a strategy of cost emphasis also con- 
tributes to FLE detachment, just as a strategy of revenue 
emphasis diminishes FLE detachment. However, these 
effects are contingent on the level of FLE participation in 
change decisions. Specifically, these effects are significant 
for the high-participation group (.42 and —.30, р < .05) but 
are nonsignificant for the low-participation group. Because 
a significant, direct effect from antecedent to outcome 
reflects unmediated influence, these results suggest that the 
influence of strategic emphases on detachment is fully 
mediated by FLE change perceptions for the low- 
participation group but only partially mediated for the high- 
participation group. Thus, after we account for the mediated 
effect through change perceptions, the total effect of a cost 
emphasis on FLE detachment is .42 for the high- 
participation group and only .23 for the low-participation 
group. Likewise, the total effect of a revenue emphasis on 
FLE detachment is —30 for the high-participation group 
and only —.16 for the low-participation group. Two implica- 
tions follow from this finding. First, with enhanced FLE 
participation in change decisions, the influence of strategic 
emphases on FLE detachment is increased, not diminished. 
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Apparently, participation provides FLEs with clarity about 
their unit’s strategic emphasis and thus highlights assimila- 
tion and contrast effects relative to FLEs’ dominant schema 
for quality. Second, the neutralizing effect of revenue 
emphasis does not match the detachment-promoting effect 
of a cost emphasis for both the low- and high-participation 
groups (.23 versus —.16 and .42 versus —.30). Specifically, 
managers would need to increase their emphasis on revenue 
enhancement by a factor of 140% to neutralize a unit 
increase in cost emphasis. Thus, FLE participation in 
change decisions increases managerial challenges in navi- 
gating between strategic emphases that respond to market 
demands and neutralizing their dysfunctional effects. 


Detachment Isolates Performance Loss 
Processes 


Rather than arguing that the weight of theory and evidence 
favors either a positive or a negative effect of change per- 
ceptions on performance, we reasoned that both effects are 
present simultaneously. In our view, change is a double- 
edged sword that guides the flow of FLE effort toward func- 
tional outcomes while depleting FLE motivation through its 
dysfunctional effects. Thus, the key question is not whether 
change has positive or negative effects on performance; 
rather, the question is, What is the relative magnitude of its 
positive and negative effects on performance? Answering 
this question requires isolation of the positive and negative 
effects of change. Drawing on the separation of eustress and 
distress in stress research, we posited a mediation mecha- 
nism governed by FLE detachment to separate the positive 
and negative effects of change perceptions on performance. 
We hypothesized that the positive and negative effects 
would be reflected in the unmediated and mediated effects, 
respectively. We referred to the latter as a “performance loss 
process.” 

The study’s findings provide robust evidence that strate- 
gic change initiatives in organizations foster change pro- 
cesses that include performance loss and positive pathways 
that are substantively distinct and differentially maintained. 
First, change perceptions increase detachment from work 
for FLEs with low participation in change decisions. In 
turn, FLEs’ detachment is associated with significant decre- 
ments in quality performance. This indicates that change 
perceptions activate a performance loss pathway maintained 
by detachment. Second, change perceptions have a direct, 
positive effect on quality in the low-participation group. 
This effect of change perceptions emerges after we account 
for the performance loss effects captured by FLE detach- 
ment. Thus, detachment mediates the negative effect of 
change perceptions in the low-participation group but not in 
the high-participation group. This finding is consistent with 
the schema of FLEs, who traditionally give priority to qual- 
ity and may not be on board with change initiatives based 
on low perceived participation. Explicitly capturing perfor- 
mance loss effects through detachment enabled us to isolate 
the direct, positive effect of change on service quality. 

By separating out the positive and negative effects of 
change, our study extends and addresses anomalies of prior 
research. Focusing on quality improvement initiatives, Rust, 
Moorman, and Dickson (2002) find a positive effect of 
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revenue emphasis but no effect of cost emphasis on organi- 
zational performance. In a follow-up study, Mittal and col- 
leagues (2005) report that a cost emphasis can also have a 
positive effect on firm performance, but achieving this 
effect requires successfully managing both the cost- and the 
revenue-emphasis strategies. Our research adds to this work 
by adopting an FLE perspective and providing the insight 
that a cost-driven strategic change triggers two counteract- 
ing effects—a direct, positive effect on quality performance 
and a negative, indirect effect that enhances FLEs’ detach- 
ment. The evidence of simultaneous positive and negative 
pathways clarifies why previous research has shown mixed 
results for the implementation of market-driven strategies. 
Although Ruekert and Walker (1987) note the potential for 
trade-offs in implementing such strategies, this study is one 
of the first to provide supporting empirical evidence in a 
service context. 


Participation Mitigates Performance Loss and 
Enhances Quality Performance 


For theory and practice alike, the advantage of separating 
the positive and negative effects of change is to hypothesize 
and, if supported, implement interventions that mitigate the 
negative effects and bolster the positive effects. We 
hypothesized FLE participation as one variable for advanc- 
ing theory and practice in this direction. Specifically, we 
posited that participation moderates the mediating mecha- 
nism involved in performance loss by mitigating the effects 
of (1) FLE change perceptions on detachment and (2) FLE 
detachment on quality performance. Prior studies provide 
ample evidence that FLE participation enhances FLE per- 
formance and attitudes through its motivational, social, and 
cognitive mechanisms (Locke and Latham 2002). Although 
the contribution of this study stems from the moderating 
hypothesis for mitigating performance loss, we tested both 
the direct and the moderating effects to provide a complete 
understanding of participation effects. 

Our findings provide unequivocal support for the mod- 
erating hypothesis. Frontline employee participation pro- 
motes two mechanisms that appear to be essential for 
managing performance loss. First, change perceptions sig- 
nificantly and positively influenced FLE detachment only in 
the low-participation group. For the high-participation 
group, this effect was nonsignificant. Thus, it appears that 
participation improves employees’ understanding of change 
and its implications for individual employees. Conse- 
quently, FLEs are less likely to experience detachment and 
more likely to accept the change. Second, when detachment 
took place, it had a significant, negative effect on quality 
performance only in the low-participation group. When par- 
ticipation was high, this effect was nonsignificant. Appar- 
ently, participation provides FLEs with coping resources to 
self-regulate and arrest the dysfunctional effects of detach- 
ment on performance. Thus, with low levels of participa- 
tion, performance losses substantially undermine imple- 
mentation. In contrast, high FLE participation effectively 
curtails, and often shuts down, the loss pathways of change, 
thus enabling the positive pathways to yield functional out- 
comes. An implication of these findings is that organiza- 
tions that fail to mobilize FLEs’ participation risk enhanced 


— 


levels of counteracting effects that will likely undermine the 
performance payoffs of strategic change initiatives. Our 
data in Table 2 show that for the five hospitals we included 
in the study, employee participation was low and, possibly, 
was an underappreciated resource (M = 2.84 on a five-point 
scale, SD = .83). 

Moreover, our study confirms that FLE participation 
bolsters FLE attitudes and performance. As evident from 
the first row of Table 4, the estimated latent means for FLE 
change perceptions and detachment are lower for the high- 
participation group than for the low-participation group 
(--.26 and —.45, respectively). Likewise, the latent mean for 
quality performance is higher for the high- than the low- 
participation -group (.59). Notably, productivity perfor- 
mance was not affected by FLE participation. We argued 
that because productivity performance is more easily mea- 
sured and monitored than quality performance, FLEs will 
try to maintain their productivity to expected levels, curtail- 
ing its sensitivity to participation (and detachment). This 
formulation suggests that FLE participation motivates 
employees to higher levels of quality performance while 
mitigating the level of FLE change perceptions and the 
mediating mechanism involved in performance loss 
processes. 


Conclusion 
Managerially, it pays to attend to change processes in the 
front lines of organizations when implementing strategic 
change. Strategic initiatives are ultimately carried out by 
FLEs who reside at the interface with the customer in the 
chain of top-down change processes. Without a careful 


understanding of when and why shifts in strategic emphases 
promote FLE change perceptions, foster detachment, and 
undermine performance, the expected performance out- 
come of strategic change is not guaranteed. This research 
suggests that when FLEs are not involved in the goal- 
setting and decision-making process of strategic change, 
detachment and subsequent performance loss occur. Man- 
agers may want to promote FLE participation not only 
because it fosters functional FLE attitudes and quality per- 
formance but also because it mitigates performance loss. 
Such managerial interventions minimize the negative 
effects fostered by FLE detachment. 

In conclusion, this study contributes to the literature on 
the implementation challenges presented by strategic 
change in organizations. On a broader scale, Day (1994) 
characterizes such implementation challenges as the differ- 
ence between a market-driven strategy and a market-driven 
organization. This study provides evidence that when a firm 
is organizing to be market driven, different strategic 
emphases (cost/revenue) translate into qualitatively differ- 
ent (positive/negative) effects on FLE performance. To our 
knowledge, this is the first study that is successful in 
empirically separating the positive and negative effects of 
strategic change and in identifying moderators that mitigate 
performance loss but leave positive pathways intact (or 
enhanced). Although we conducted our study in a not-for- 
profit service industry, we can expect that similar mecha- 
nisms operate for other organizations undergoing market- 
driven changes. We hope that the proposed model offers a 
fertile ground for future theorizing about and practice in 
market-driven organizations. 


APPENDIX 
Operational items Used to Measure Study Constructs | 


In the unit/department where | work ... 


Unit Cost Emphasisa 
Ucost1 New innovations are regularly adopted to 
reduced hospital costs. 


Ucost2c Managers use patlent care cost data to 
make changes in unit practices. 

Ucost3 Workers are asked to make physicians 
aware of cost implication of patlent care 
decisions. 

Ucost4 Training programs emphasize cost control 
in job-related decislons. 

Ucost5 Strict cost control systems are in place 


for most of the things that we do. 


Unit Revenue Emphasisa 


Ureve1 Managers implement initiatives that bring 
new source of revenue. 

Ureve2 New technologies are regularly adopted 
that allow our unit to offer new patient 
services. 

Ureve3c Health care workers provide ideas for 
expanding patient care services. 

Ureve4 Health care workers are appropriately 
recognized for developing new sources of 
revenue. 

Ureve5c Managers closely monitor the financial 


success of new patient care initiatives. 


Change Perceptions 

Chang1 The way we do things In our 
unit/department keeps changing. 

Chang2 Employees can never tell when they are 
going to have a new manager. 

Chang3 You never know when your job Is going to 
change In this unit/department. 

Chang4 The only thing you can be sure of in this 
unit Is that something Is going to change. 

Chang5 Our unit keeps changing the степа for 
performance evaluation and promotion. 

Chang6 It seems like we are always reorganizing. 


Concerning yourself, in the last 12 months, how often have 
you feit that ... 


Detachment 

Deta1 You sometimes treat patients as | they 
were Impersonal! “objects.” 

Deta2c You are becoming hardened toward your 
management. 

Deta3 You are sometimes insensitive toward 
your colleagues. 

Deta4 You are becoming less sympathetic 


toward your top management. 
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APPENDIX 
Continued 


Rate your performances over the last 12 months on ... 
Productivity Performanced 


PPerf1 Controlling costs of care. 

PPerf2 Saving money and resources. 

PPerf3 Meeting productivity targets. 

Quality Performance4 

QPerf1 Delivering high-quality medical care to 
patients. 

QPerf2 Helping to address patient concerns. 

QPerf3 Providing high levels of patient 
satisfaction. 

QPerf4 Bullding trust with patient. 


In your unit over the past 12 months, how often ... 
Perceived Participation’ 


Partici Have formal employee problem solving 
teams addressed major changes? 
Partic2 Have managers sought Input from 
employees to Implement unit changes? 
Partic3¢ Have employees taken the initiatives to 
improve the way work gets done? 
Partic4 Have employees and managers made 


major decisions together? 


aFtve-point Likert scale ranging from “strongly disagree” to “strongly agree.” 


bFlve-point Likert scale ranging from "never" to "very frequently.” 
citem deleted because of poor measurement properties. 
dSeven-point Likert scale ranging from “lowest 2096" to "top 5%." 
Notas: (R) = reverse scored. 


м——————————————— 
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Robert W. Palmatier, Rajiv P. Dant, & Dhruv Grewal 


A Comparative Longitudinal Analysis 
of Theoretical Perspectives of 
Interorganizational Relationship 
Performance 


Four theoretical perspectives currently dominate attempts to understand the drivers of successful 
interorganizational relationship performance: (1) commitment-trust, (2) dependence, (3) transaction cost 
economics, and (4) relational norms. Each perspective specifies a different set and distinct causal ordering of focal 
constructs as the most critical for understanding performance. Using four years of longitudinal data (N = 396), the 
authors compare the relative efficacy of these four perspectives for driving exchange performance and provide 
empirical insights into the causal ordering among key interorganizational constructs. The results demonstrate the 
parallel and equally important roles of commitment-trust and relationship-specific Investments as immediate 
precursors to and key drivers of exchange performance. Building on the insights gleaned from tests of the four 
frameworks, the authors parsimoniously integrate these perspectives within a single model of interfirm relationship 
performance consistent with a resource-based view of an exchange. Managers may be able to increase 
performance by shifting resources from “relationship building” to specific Investments targeted toward Increasing 
the efficacy or effectiveness of the relationship itself to improve the relationship’s ability to create value. Moderation 
analysis indicates that managers may find it productive to allocate more relationship marketing efforts and 
investments to exchanges in markets with higher levels of uncertainty. 


uccessful interorganizational relationships are criti- 

cal to firms’ financial performance because most 

firms must leverage other organizations’ capabilities 
and resources to compete effectively. Not only do strong 
interfirm relationships directly enhance sales and profits 
(Palmatier et al. 2006), but because of higher levels of 
cooperation and reduced conflict, they can also improve 
innovation, expand markets, and reduce costs (Cannon and 
Homburg 2001; Rindfleisch and Moorman 2001). Mar- 
keters’ and researchers’ efforts to uncover the drivers of 
interorganizational relationship performance are well 
placed because managers can develop strategies to leverage 
these causal drivers only by understanding the precursors of 
performance. Thus, a key question is, What are the key dri- 
vers of interorganizational relationship performance? To 
investigate this question, researchers usually employ one or 
more of four theoretical perspectives: (1) commitment— 
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trust, (2) dependence, (3) transaction cost economics, and 
(4) relational norms (Heide and John 1990; Hibbard, 
Kumar, and Stern 2001; Morgan and Hunt 1994; Siguaw, 
Simpson, and Baker 1998). 

Each of these perspectives suggests different key drivers 
of exchange performance. For example, Morgan and Hunt 
(1994, p. 22) propose that commitment and trust, “not 
power” or dependence, are “key” to promoting “efficiency, 
productivity, and effectiveness” in interorganizational 
exchanges; other researchers suggest that the exchange 
dependence structure determines performance (Bucklin and 
Sengupta 1993; Hibbard, Kumar, and Stern 2001); and still 
another school of thought argues for consideration of the 
direct effect of relational norms (Lusch and Brown 1996; 
Siguaw, Simpson, and Baker 1998). The perspective based 
on transaction cost economics (Williamson 1975) proposes 
that the level of transaction-specific investments and the 
need to manage opportunism influence governance struc- 
tures and ultimate exchange performance (Heide and John 
1990; Parkhe 1993; Wathne and Heide 2000). Each of these 
perspectives has received empirical support when tested 
separately, but the only way to evaluate their relative impact 
on performance is to compare the effects of each perspec- 
tive’s focal constructs across a common context (Hunt 
2002). Therefore, a comparative analysis of the theoretical 
perspectives of interorganizational relationship performance 
is the primary focus of this research. 

In addition to comparing the relative effects of key per- 
formance drivers, we address a second important question: 
How are key performance drivers causally related? 
Although each perspective promotes different performance 
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drivers, interorganizational researchers often take а ргар- 
matic approach and combine theoretical paradigms to 
explain performance (Ganesan 1994; Siguaw, Simpson, and 
Baker 1998). Thus, many studies include similar constructs 
but use different causal ordering, depending on the perspec- 
tives. For example, some researchers suggest that 
transaction-specific investments affect performance directly 
(Heide and John 1990; Parkhe 1993), whereas others argue 
that commitment (Anderson and Weitz 1992) or depen- 
dence (Ganesan 1994) mediates the effect. Moreover, an 
overwhelming majority of studies use cross-sectional data 
and therefore provide little empirical insight to help resolve 
nomological differences. 

Alternatively, the effect of relational drivers may 
depend on external conditions; environmental uncertainty is 
the most critical contextual factor (Heide and John 1990; 
Noordewier, John, and Nevin 1990). This potential соп(ех- 
tual contingency suggests still another important research 
question: When does each focal construct have the greatest 
impact on exchange performance? We investigate this issue 
by testing the moderating effect of two types of uncertainty 
(environmental dynamism and market diversity) on the rela- 
tionship between focal constructs and performance out- 
comes across the four theoretical frameworks. 

On the basis of the empirical findings, we develop and 
test a post hoc framework that integrates the four different 
perspectives into a single model of interorganizational rela- 
tionship performance. The final model is consistent with a 
resource-based view (RBV) of the exchange and provides a 
parsimonious theoretical basis for our findings (Dyer 1996; 
Wernerfelt 1984). Applying RBV theory to an interfirm 
relationship parallels strategy research’s focus on firm per- 
formance (Conner 1991, p. 121) in the sense that the 
“[RBV] may form the kernel of a unifying paradigm.” 

Therefore, our contribution focuses on four research 
questions aimed at enhancing the understanding of interfirm 
relationship performance (both financial and relational) by 
evaluating evidence from 396 interorganizational exchange 
dyads across four consecutive years. Specifically, we inves- 
tigate what drives relationship performance, how the drivers 
are causally ordered, when each driver has the greatest 
impact, and whether these different drivers can be parsimo- 
niously integrated into a single, unifying theoretical frame- 
work. Managers can develop and effectively implement 
performance-enhancing strategies only when they under- 
stand the what, how, and when of the drivers of relationship 
performance. In addition to comparing and synthesizing 
theoretical perspectives, we provide a platform for guiding 
future research efforts on interfirm relationships. 


Theoretical Perspectives of 
Interorganizational Relationship 
Performance 
Various theoretical perspectives from a wide range of disci- 
plines have been applied to understand interfirm relation- 
ship performance. Using research from social psychology, 
sociology, and anthropology, social exchange theory pro- 
vides a foundation for two prevalent marketing perspectives 
(Blau 1964; Cook and Emerson 1978). The first, the 


commitment-trust perspective (Morgan and Hunt 1994), 
argues that a party's commitment to and trust in its 
exchange partner determines relationship performance. The 
second perspective suggests that the dependence or power 
Structure among exchange partners drives exchange perfor- 
mance and the level of interorganizational conflict (Gund- 
lach and Cadotte 1994; Hibbard, Kumar, and Stern 2001). 

Building on early work in social psychology (Thibaut 
and Kelley 1959) and integrating contract law (Macneil 
1980), researchers have also investigated the importance of 
relational norms (Heide and John 1992; Siguaw, Simpson, 
and Baker 1998). This perspective suggests that the strength 
of relational norms in an exchange affects the level of coop- 
erative behavior and relationship performance (Cannon, 
Achrol, and Gundlach 2000). 

With its roots in economics (Williamson 1975), trans- 
action cost economics argues that transaction-specific 
investments and opportunism influence exchange parties' 
relationship decisions and affect interorganizational perfor- 
mance (Heide and John 1990; Noordewier, John, and Nevin 
1990). Although social network theory, game theory, the 
political economy perspective, the knowledge-based view 
of the firm, and analytical modeling represent other theo- 
retical paradigms used to investigate interorganizational 
relationships, we do not compare these perspectives, 
because extant marketing research based on them is rela- 
tively limited (Anderson and Coughlan 2002; Johnson, 
Sohi, and Grewal 2004; Selnes and Sallis 2003). 

Rather, extant interorganizational marketing literature 
predominantly uses (1) commitment-trust, (2) dependence, 
(3) transaction cost economics, and/or (4) relational norms 
perspectives to understand interfirm relationship perfor- 
mance (for a summary, see Table 1). We compare the key 
drivers of performance suggested by each framework by 
developing parallel conceptual models in which the focal 
performance drivers serve as immediate precursors of 
exchange outcomes. Each theoretical approach defines the 
focal or organizing constructs included in its model, but 
their antecedents vary widely across studies and often 
include constructs from other perspectives. To mirror the 
literature, aid in model comparison, and provide empirical 
insight into the actual causal ordering among constructs, we 
include the same constructs in each model but base the 
causal ordering and measurement period on the specific 
perspective. 

More specifically, we measure constructs across four 
sequential years according to where each construct falls in 
the antecedents — mediators — outcomes framework for a 
specific perspective. For example, we measure dependence 
in the commitment-trust model during the first year 
because that framework models it as an antecedent (Morgan 
and Hunt 1994); in the dependence model, we measure it in 
the second year because that perspective considers depen- 
dence a mediator. In each framework, we measure the con- 
structs modeled as antecedents in Year 1, mediators in Year 
2, and outcomes in Years 3 and 4. 

Financial metrics provide a universal measure by which 
to evaluate different perspectives, whereas other relation- 
ship performance measures may be linked more closely to a 
specific perspective. To provide a "fair" comparison and 
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TABLE 1 
Summary of Theoretical Perspectives of Interorganizational Relationship Performance 


Theoretical Perspectives 


Key Performance 
Drivers 
(Focal Constructs) 


Aiheoreuca кегврее ees ий_.м...ы.ым.Ы.ы.Йърь Ъьн нчкнььЪьЪ 


Commitment-Trust Perspective 


Morgan and Hunt's (1994, р. 22) classic article bullds on social exchange theory (Blau 1964; 
Cook and Emerson 1978) and proposes that commitment and trust, not power or depen- 
dence, are the key focal constructs for understanding interorganizational relationship perfor- 
mance. Consistent with their relationship marketing focus, they argue that commitment Is 
the critical precursor to improving financial performance, and commitment and trust are 
both important for bullding strong relationships. These constructs, individually or together, 
positively influence performance and relational behaviors because customers act positively 
toward and In the best interest of committed, trusted sellers. 


Dependence Perspective 


Building on soclal exchange theory, marketing researchers (в.д., Bucklin and Sengupta 1993; 
Hibbard, Kumar, and Stern 2001) argue that the exchange's dependence structure Is crucial 
for understanding interorganizational relationship performance because it determines each 
partner's ability to influence the other. Many different approaches attempt to capture an 
exchange's dependence structure, but partners’ interdependence usually affects perfor- 
mance positively because partners work to maintain their relationship and avoid destructive 
actions, whereas dependence asymmetry undermines the relationship through fewer struc- 


Commitment and trust 


Interdependence and 
dependence asymmetry 


tural barriers to the use of coercive power. 


Transaction Cost Economics Perspective 


Transaction cost analysis, the successor to traditional neoclassical economics (Williamson 
1975), can predict interorganizational exchange governance and performance (Heide and 
John 1990; Noordewier, John, and Nevin 1990; Parkhe 1993). Exchanges occur in free mar- 
kets without relational encumbrances or associated costs (Rindfleisch and Heide 1997), 


Relationship- (transac- 
tion-) specific invest- 
ments and opportunistic 
behaviors 


except when specific governance problems exist (e.g., safeguarding specific investments 
from opportunism, managing uncertainty). Thus, it suggests that the governance structure 
and ultimate performance of an exchange are influenced by the level of the exchange part- 


ners’ specific Investments and opportunistic behaviors. 
Relational Norms Perspective 


Traceable to Macneil (1980), the relational exchange theory (Kaufmann and Dant 1992) 
focuses on contracting norms or shared expectations regarding transactional behavior, 
ranging from one-time discrete to ongoing relational exchanges. The latter category Involves 


Relational norms (soli- 
darity, mutuality, and 
flexibility) 


helghtened perceptions of relational norms, which contribute to exchange partners' strategic 
ability to develop long-term, committed, trusting, value-creating associations that are difficult 
and costly to Imitate. On the basls of this logic, researchers propose that strong relational 

norms positively affect exchange performance (Cannon, Achrol, and Gundlach 2000; Lusch 


and Brown 1996; Siguaw, Simpson, and Baker 1998). 


RBV Perspective 


The RBV of the firm counters Industry structure as the focal unit of analysis for understanding 
firm performance; firms that have resources and capabilities that are rare, valuable, and dif- 
ficult to duplicate or substitute earn superlor competitive advantage and performance 
(Wemerfelt 1984). On the basis of a literature review, Conner (1991) cites the RBV as a 
potentia! unifying paradigm, and Dyer (1996) and Jap (1999) extend this framework to Inter- 
firm relationships. The RBV of an Interorganizational exchange integrates focal constructs 
from other perspectives by proposing that superior performance occurs when relationship 


Idlosyncratic assets, 
resources, and capabill- 
ties (e.g., relationship- 
specific investments) 
and relational gover- 
nance mechanism (ө.0., 
commitment, trust) 


partners invest time, resources (assets), knowledge, and capabllities Into a relationship and 
that they build an effective governance structure (Dyer and Singh 1998). 


identify any specific "strengths" among the different per- 
spectives, we apply both financial and relational outcome 
measures. For financial performance, we consider objective 
sales growth measured over two years and overall financial 
performance, a composite perceptual measure of sales and 
profit growth, and overall profitability. These financial mea- 
sures focus on the performance of the business-to-business 
exchange relationship (e.g., sales of a supplier's product by 
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a downstream partner) and do not reflect either partner's 
overall performance. 

To indicate relationship performance, we use coopera- 
tion, or the coordinated and complementary actions 
between exchange partners to achieve mutual goals, and 
conflict, or the overall level of disagreement and ill will 
between exchange partners (Jap and Ganesan 2000). There- 
fore, all our conceptual models contain an identical set of 


pU 


outcome measures, as we summarize in Figure 1. Next, we 
provide an overview of each theoretical perspective to 
establish the nomological net and causal ordering among 
the key constructs driving exchange performance in each 
framework. 


Commitment-Trust Perspective 


The commitment-trust perspective argues that a customer's 
trust in and/or commitment to a seller is the prime determi- 
nant of exchange performance (Morgan and Hunt 1994). 
Commitment is “ап enduring desire to maintain a valued 
relationship" (Moorman, Zaltman, and Deshpandé 1992, p. 
316), and trust is “confidence in an exchange partner’s reli- 
ability and integrity" that directly and indirectly through 
commitment affects exchange outcomes (Morgan and Hunt 
1994, p. 23). These constructs, individually or together, 
positively influence performance and relational behaviors 
because customers are more likely to act positively toward 
and in the best interest of committed, trusted sellers (Ander- 
son and Weitz 1992; Hibbard et al. 2001). 

Relationship-specific investments (RSIs) are an 
exchange partner's idiosyncratic investments that are spe- 
cialized to a relationship and not easily recoverable (Gane- 
san 1994). Customer RSIs positively affect customer com- 
mitment to a seller (Gilliland and Bello 2002) through their 
positive impact on switching costs, which makes the rela- 
tionship more important to the customer and increases the 
customer's desire to maintain the relationship (Anderson 
and Weitz 1992). Although empirical support is limited, 
customer RSIs may influence customers’ trust in the seller 
negatively because they increase concerns about vulnerabil- 
ity to unilateral seller actions (Gassenheimer and Manolis 
2001). The positive effect of seller RSIs on trust depends on 
the signal sent to the customer because it can offer "tangible 
evidence" that the seller can be "believed" and "cares" 
about the relationship (Ganesan 1994, p. 5). Seller oppor- 
tunistic behavior, which has been defined as seeking to sup- 
port self-interests with guile (Williamson 1975), negatively 
influences customers' trust in the seller because it leads cus- 
tomers to suspect the seller's benevolence. 

Dependence refers to the need to maintain a relationship 
to achieve goals; researchers show that both inter- 
dependence, or the mutual dependence of both partners, and 
dependence asymmetry, or the imbalance between partners' 
dependence, are critical to understanding the impact of 
dependence in an exchange (Jap and Ganesan 2000). 
Kumar, Scheer, and Steenkamp (1995) indicate that inter- 
dependence positively affects commitment and trust 
through a reduction in relationship problems and conver- 
gence of interests, whereas dependence asymmetry under- 
mines commitment and trust as partners' interests diverge 
and the structural barriers to the coercive use of power fall. 

Relational norms have been investigated as both unique 
norms and a composite construct. The most commonly 
investigated norms are solidarity, or partners’ belief in the 
importance of the relationship; mutuality, or the belief that 
success is a function of the partner's success and that part- 
ners should share benefits and costs; and flexibility, or the 
willingness of exchange partners to adapt to new conditions 
(Cannon, Achrol and Gundlach 2000; Lusch and Brown 


1996). Some researchers argue that specific norms affect a 
specific aspect of a relationship (e.g., solidarity — commit- 
ment, mutuality — trust), but most research employs a com- 
posite index of norms that positively affect relational bonds 
(Siguaw, Simpson, and Baker 1998). Finally, communica- 
tion refers to the amount, frequency, and quality of informa- 
tion shared between exchange partners and positively 
affects customers' trust in and commitment to a seller 
(Mohr, Fisher, and Nevin 1996). 


Dependence Perspective 


Dependence has been widely studied as a critical determi- 
nant of interfirm relationship performance in terms of finan- 
cial outcomes, cooperation, and conflict, especially in the 
channel context (Bucklin and Sengupta 1993; Kumar, 
Scheer, and Steenkamp 1995). Many aspects of an 
exchange's dependence structure appear in the literature, 
but most research accepts the premise that interdependence 
positively affects exchange performance because depen- 
dence increases both the partners’ desire to maintain the 
relationship and the level of adaptation they undertake 
(Hallen, Johanson, and Seyed-Mohamed 1991; Hibbard, 
Kumar, and Stern 2001). Moreover, dependence asymmetry 
negatively influences performance by fostering the coercive 
use of power and reducing willingness to compromise 
(Gundlach and Cadotte 1994). 

As customers invest time and effort to build relational 
governance structures, they become more dependent on 
their partner because duplicating relational bonds with a 
new partner would involve additional investments. Thus, 
commitment and trust іп a partner increase interdependence 
(El-Ansary 1975). As partners commit RSIs, they grow 
more dependent, and switching threats are less credible 
(Ganesan 1994; Kim and Frazier 1997). Thus, RSIs should 
affect interdependence positively. Furthermore, potential 
partners may engage in opportunism, so to find a partner, 
firms must expend effort and search costs, which increases 
dependence on “safe” partners. 

Building strong relational norms takes time and effort 
from both exchange partners. Because they are not easily 
replaced, strong relational norms should represent valuable, 
difficult-to-duplicate assets for both partners and should 
result in higher interdependence levels. Interdependence 
should also increase as the level of communication 
increases because information typically provides value to 
each party and is difficult to replace (Frazier 1983; Mohr 
and Nevin 1990). Few antecedents of dependence asymme- 
try appear in the literature, but because RSIs increase a part- 
пег'ѕ dependence, all else being equal, RSIs by one partner 
should increase its relative dependence, leading to a power 
imbalance (Kim and Frazier 1997). 


Transaction Cost Economics Perspective 


The transaction cost perspective (Williamson 1975), which 
focuses on the twin focal constructs of specific investments 
and opportunism to predict governance and exchange per- 
formance, has received consistent research attention (Heide 
and John 1990; Wathne and Heide 2000). Empirical studies 
(Rindfleisch and Heide 1997) have supported the normative 
claim of transaction cost analysis that firms should verti- 
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FIGURE 1 


Four Theoretical Perspectives of Interorganizational Relationship Performance 
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cally integrate when confronted with investments in idio- 
ѕупсгабс assets or suspicions of opportunistic behaviors by 
the exchange partner. In this sense, RSIs by an exchange 
partner simultaneously signal its intent and generate the 
need to safeguard investments. Because RSIs represent 
sunk, unredeployable assets in an exchange relationship, 
parties’ RSIs reduce their motivation to behave opportunis- 
tically and the credibility of switching threats, which in turn 
minimizes the partner’s need (and costs) to monitor perfor- 
mance or safeguard assets. With fewer opportunism con- 
cerns and lower monitoring and safeguarding costs, the 
exchange becomes more efficient and more prone to joint 
action and includes greater expectations of continuity, all of 
which contribute to enhanced performance (Heide and John 
1990; Parkhe 1993; Smith and Barclay 1997). Thus, the 
transaction cost perspective suggests that performance is 
enhanced as the governance structure matches the level of 
relationship uncertainty or ambiguity. Researchers agree 
that opportunism has a negative impact on interfirm perfor- 
mance because it significantly increases the ex post costs 
associated with monitoring performance and safeguarding 
investments (Gassenheimer, Davis, and Dahlstrom 1998; 
Heide and John 1990). 

Strong relationships cause partners to discount the pos- 
sibility that their partner will appropriate their idiosyncratic 
investments, and relational bonds increase their willingness 
to make RSIs. We expect that interdependence has a posi- 
tive effect on partners’ RSIs because they are less concerned 
that the partner will appropriate them (Heide and John 
1988). Interdependence should also reduce partners’ ten- 
dency to behave opportunistically because they do not want 
to jeopardize a difficult-to-replace relationship. Conversely, 
dependence asymmetry should reduce the exchange part- 
ner’s RSIs because of its concerns about coercive uses of 
power. Consistent with the literature (Parkhe 1993), seller 
RSIs suppress sellers’ opportunist behaviors; sellers do not 
want to forfeit or undermine their nonrecoverable invest- 
ments by engaging in relationship-damaging behaviors. 

Research also suggests a positive influence of relational 
norms on RSIs, in that strong norms reduce concerns that 
either exchange partner will appropriate idiosyncratic 
investments (Heide and John 1992; Noordewier, John, and 
Nevin 1990). Moreover, because relational norms embody a 
promise of fair play and a mutually beneficial, long-term 
relationship, they provide pressure not to behave oppor- 
tunistically and support RSIs that often pay returns only in 
the long run. Transaction cost analysis works on the pre- 
sumption of bounded rationality (1.е., managers are con- 
strained by limited cognitive capability and imperfect infor- 
mation) and thus posits that effective communication 
reduces the uncertainties associated with governance- 
related decisions and concerns of opportunism while 
increasing RSIs (Rindfleisch and Heide 1997). 


Relational Norms Perspective 


The relational norms perspective, drawn from relational 
exchange theory (Kaufmann and Dant 1992; Macneil 
1980), often appears in conjunction with the commitment- 
trust perspective to explain the positive influence of rela- 
tional marketing (Gundlach, Achrol, and Mentzer 1995 ; Jap 


and Ganesan 2000; Siguaw, Simpson, and Baker 1998). 
Relational exchange theory rests on two key propositions. 
First, for contracts to function, a set of common contracting 
norms must exist (Kaufmann and Dant 1992). Second, in 
contrast to classical legal theory, which assumes that all 
transactions are discrete events, Macneil (1980) argues that 
transactions are immersed in the relationships that surround 
them, which may be described in terms of the relational 
norms of the exchange partners. Relational norms positively 
affect financial results and cooperative behaviors (Cannon, 
Achrol, and Gundlach 2000; Siguaw, Simpson, and Baker 
1998) and reduce the level of conflict (Jap and Ganesan 
2000). Exchanges characterized by high levels of relational 
norms enable exchange partners to respond more effectively 
to environmental contingencies, extend the time horizon for 
evaluating the outcomes of their relationships, and, ulti- 
mately, refrain from relationship-damaging behaviors 
(Kaufmann and Stern 1988). In other words, relationalism 
plays a significant role in structuring economically efficient 
exchange relationships under conditions of uncertainty and 
ambiguity and therefore should lead to improved financial 
performance (Heide and John 1992). 

Commitment and trust promote the emergence of rela- 
tional norms by fostering behaviors that support bilateral 
strategies to accomplish shared goals (Gundlach, Achrol, 
and Mentzer 1995). Similarly, RSIs positively affect rela- 
tional perceptions (Bello and Gilliland 1997); idiosyncratic 
investments signify the importance a partner attaches to the 
partnership and have a positive impact on switching costs, 
which makes the relationship more important to the 
exchange partner and enhances its efforts to maintain it 
(Anderson and Weitz 1992). 

Opportunistic behaviors have a negative impact on the 
emergence of relational sentiments (Gundlach, Achrol, and 
Mentzer 1995) because perceiving a partner as opportunis- 
tic undermines extant relational norms and raises the 
specter that the exchange partner is not concerned with the 
well-being or fairness of the exchange. Interdependence 
enhances relational sentiments, in that perceptions of 
dependence indicate significant stakes in the relationship 
and increase exchange partners’ interest in maintaining the 
relationship (Ganesan 1994; Lusch and Brown 1996). Con- 
versely, asymmetric dependence promotes the coercive use 
of power and undermines relational norms. Communica- 
tion’s effect on relational sentiments should be positive 
because “communication [is] the glue that holds together a 
channel of distribution” and helps create an atmosphere of 
mutual support and participative decision making (Mohr 
and Nevin 1990, p. 36). 


Moderating Role of Environmental Uncertainty 


Interfirm relationships occur within an external environ- 
ment, so exogenous factors may moderate the effects of the 
focal constructs on performance. To provide a more robust 
comparison of the different frameworks, we evaluate con- 
textual effects across theoretical perspectives. Environmen- 
tal uncertainty, the most frequently studied exogenous fac- 
tor, plays a key role in interorganizational relationships; the 
focal theories attempt to absorb or mitigate the effects of 
uncertainty firms face in an exchange (Ganesan 1994; 
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Heide 1994; Noordewier, John, and Nevin 1990). We inves- 
tigate the moderating role of two sources of uncertainty: 
environmental dynamism, or the frequency of changes in 
market forces, and market diversity, or the degree of hetero- 
geneity in the needs and preferences of end customers 
(Achrol and Stern 1988). 

Social and relational exchange theories argue that 
relational-based exchanges outperform transactional-based 
exchanges because of their ability to adapt to new condi- 
tions and to increase confidence in partners’ future actions, 
which support risk-taking and reciprocity-based behaviors 
(Cannon and Perreault 1999; Dahlstrom and Nygaard 
1995). As environmental uncertainty increases, exchange 
partners need to adapt and require the enhanced flexibility 
and behavioral confidence of relational-based exchanges. In 
turn, higher levels of uncertainty should enhance the posi- 
tive effect of commitment, trust, interdependence, and rela- 
tional norms on exchange outcomes. Similarly, the ability 
of relational bonds to limit conflict should be more impor- 
tant in turbulent environments because of the higher likeli- 
hood of disagreements and need for negotiated solutions. 

Empirical research, though limited, supports this 
premise. For example, Dahlstrom and Nygaard (1995) find 
partial support for their argument that as uncertainty 
increases, more formality and rigid structures between part- 
ners reduce performance. In support of the benefits of flexi- 
ble, relational-based exchanges, Cannon, Achrol, and 
Gundlach (2000) note that relational norms enhance perfor- 
mance in high-uncertainty conditions. 

Transaction cost economics portrays environmental 
uncertainty as debilitating for decision makers’ information 
processing because of bounded rationality (Rindfleisch and 
Heide 1997). In an uncertain environment, there is an 
increased likelihood that critical information brought to the 
partnership can leverage RSIs’ impact on performance. In a 
stable environment, RSIs cannot enhance performance as 
effectively by arbitraging a partner’s asymmetric informa- 
tion because knowledge is homogeneously diffused (Dyer 
1996). Moreover, partners become valuable resources, 
increasing cooperation and reducing actions that may lead 
to conflict. Thus, increases in environmental uncertainty 
should enhance the positive effect of customers’ and sellers’ 
RSIs on exchange outcomes but should reduce the effect on 
conflict as well as opportunism’s negative effect on 
exchange outcomes. 

Joshi and Stump (1999) find empirical support for their 
transaction cost-based hypothesis that decision-making 
uncertainty positively moderates the impact of specific 
investments on cooperation or joint action. Integrating both 
relational and transaction cost perspectives, Noordewier, 
John, and Nevin (1990) support their premise that relational 
governance’s effect on performance depends on uncertainty. 


Research Method 


Sample and Data Collection Procedure 


We draw the sample for this research from a longitudinal 
survey of business-to-business relationships between a 
major Fortune 500 company (seller) and its local distributor 
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agents (customers). The business relationships cover vari- 
ous products, including clothing, hardware, furniture, and 
appliances, so our sample minimizes any specific product- 
category effects. The relationships also include diverse 
business functions, such as generating demand, inventory- 
ing products, selling to consumers, and handling returns. 
Thus, this setting captures a range of business activities and 
provides an excellent context in which to test alternative 
theoretical perspectives. 

We gathered the data in three successive annual mail 
surveys to the manager of each customer firm. The sam- 
pling frames for the three years were 1651, 1837, and 1965, 
and the corresponding completed questionnaires received 
were 984, 1004, and 1089. Thus, the response rates are 
60%, 55%, and 55%; however, not every customer 
responded to all three surveys. Therefore, we base our 
analysis on 396 cases in which the same respondents com- 
pleted the surveys in all three years, which represents a 24% 
response rate for the 1651 surveys mailed in Year 1. 

We assess possible nonresponse bias in three ways. 
First, we conduct tests comparing early and late respon- 
dents for all three waves in terms of archival sales data, 
demographic information, and study constructs. The results 
indicate that early versus late respondents constitute the 
same population (p > .05). Second, we compare the retained 
sample of 396 with respondents excluded from the analysis 
because of their failure to complete surveys in all three 
years—588 in the first year, 608 in the second, and 693 in 
the third—across the study constructs using a series of mul- 
tivariate analyses of variance and univariate analyses. These 
results are not significant (p > .05). Third, we compare the 
respondent pools in each year with the total sampling 
frames (e.g., 984 compared with 1651 in Year 1). Again, we 
find no significant differences (p > .05). The relatively high 
response rates and the results of these three tests suggest 
that nonresponse bias is not a concern. 


Measures 


We base our reflective measures on extant literature that has 
undergone prior psychometric scrutiny and adapt them to fit 
the context of our ‘investigation. In all three years, we use 
identical measurement items; in the Appendix, we present 
the full battery of scales employed, item loadings, and prin- 
cipal literature sources. 

For the measures of financial outcomes, we use a per- 
ceptual format reported by customers and average sales 
growth for Years 2—4 that the seller provided for each cus- 
tomer. Consistent with the literature (e.g., Cannon, Achrol, 
and Gundlach 2000; Gundlach, Achrol, and Mentzer 1995), 
we conceptualize relational norms as a composite construct 
using three items generated by averaging the items used to 
measure each of three specific norms (solidarity, mutuality, 
and flexibility). We verify the reliability of the scales for 
each norm and then average them to form the relational 
norm indicators in the measurement and structural models. 

Following Jap and Ganesan (2000), we operationalize 
interdependence as the product of the customer's depen- 
dence on the seller and its perception of the seller's depen- 
dence on it, whereas dependence asymmetry is the seller's 
dependence less the customer's dependence. Note that other 


operationalizations of dependence structure can be found in 
the literature (e.g., Ganesan 1994; Kumar, Scheer, and 
Steenkamp 1995). Exchange age, a control variable, serves 
as an antecedent for all mediators and outcomes. 


Measurement Models 


We estimate separate confirmatory measurement models for 
all latent constructs captured in each of the three data col- 
lection efforts (Years 1, 2, and 3). Thus, the first measure- 
ment mode] pertains to data collected in Year 1, including 
all antecedent and mediator constructs; the second dupli- 
cates this approach with Year 2 data; and the third model 
includes the three customer-reported latent outcome con- 
structs measured during Year 3. Each item's loading is 
restricted to its a priori construct, and each construct is cor- 
related with all other constructs. The measurement fit 
indexes for the first, second, and third models are as fol- 
lows: Year 1: 47395 = 656.8, p < .01; comparative fit index 
(CFI) = .96; Tucker-Lewis index (TLI) = .95; and root 
mean square error of approximation (RSMEA) = .04; Year 
2: Х2з95) = 695.6, р < .01; CFI = .96; ТЫ = .95; and 
RSMEA = .04; Year 3: 4204) = 34.5, р < .01; СЫ = .99; 
TLI = .99; and RSMEA = .03. Thus, the fit indexes for all 
three models are acceptable. Ail factor loadings are signifi- 
cant and in the predicted direction (p < .001), in support of 
convergent validity. Finally, all latent constructs’ composite 
reliabilities are .67 or greater, indicating internal reliability. 
We provide the descriptive statistics and correlations for all 
measures in Table 2. 

We confirm discriminant validity by comparing two 
nested models for each pair of latent constructs for each 
measurement year in which we either allow the correlation 
between two constructs to be free or restrict the correlation 
to 1. Discriminant validity is supported; the chi-square sta- 
tistic is significantly lower (р < .05) in the unconstrained 
model than in the constrained model for all constructs. We 
find additional support for discriminant validity by verify- 
ing that the average variance extracted by each latent con- 
struct is greater than its shared variance (intercorrelation?) 
with other constructs. On the basis of these tests, we con- 
clude that our measures are valid and reliable. 


Analysis and Results 


We test our conceptual models using structural path model- 
ing with maximum likelihood criteria. We evaluate the main 
effects among key interfirm constructs according to the 
nomological framework suggested by each theoretical per- 
spective (Figure 1) and perform mediation tests for the 
direct effect of each antecedent on each outcome variable. 
These tests provide key insights into the causal ordering 
among constructs and the primary drivers of performance. 
We report the results of proposed main effects in Table 3. 
On the basis of the results across these four models, we pro- 
pose and test a fifth post hoc integrative model. The fit 
indexes across the five structural models are relatively sta- 
ble, ranging from Х2(762 to 766) = 1144.8 to 1209.3, р < .01; 
CFI = .96 (all models); TLI = .95—.96; and RSMEA = .04 
(all models), all of which indicate acceptable fit. 


Results: Commitment-Trust Perspective 


As we show in Table 3, building customer trust (В = .53, р < 
.01), increasing interdependence (В = .12, р < .01), and 
building stronger dyadic relational norms (В = .27, р < .01) 
lead to higher levels of customer commitment. Customer 
RSIs, dependence asymmetry, and communication are not 
significantly related to commitment. Customers trust sellers 
that make RSIs (B = .21, p « .01) and those involved in 
exchanges with high levels of relational norms (В = .23, p < 
.01) and communication (B = .22, p < .01). The premise that 
customers that make RSIs are concerned that they will be 
held hostage by these investments is supported by their 
lower levels of trust in the seller (B = —.10, p « .05). As we 
expected, seller opportunistic behaviors (В = —.13, p < .05) 
undermine customers' trust in the seller. However, neither 
interdependence nor dependence asymmetry has a signifi- 
cant influence on customer trust. 

Commitment has a strong effect on all four outcomes: 
sales growth (B = .18, p « .01), overall financial perfor- 
mance (В = .18, р < .01), cooperation (В = .30, p < .01), and 
conflict (B = —21, p « .01). Similarly, trust has a direct 
impact, in addition to its indirect impact, on cooperation 
(B = .14, p < .05) and conflict (В = —14, р < .05), but its 
direct impact on sales growth and overall financial perfor- 
mance is not significant. The exchange age control variable 
has a negative effect on sales growth (В = —.08, p < .05), 
indicating that new partners grow faster than long-term 
partners. 

To understand whether the effect of the antecedents on 
outcomes is fully mediated by each perspective's focal con- 
structs and to generate insight into the causal ordering 
among the constructs, we perform a series of mediation 
tests for each antecedent on each outcome by comparing 
two nested models: the proposed full mediation model and 
a partial mediation model with an additional path from an 
antecedent to an outcome. If the new model provides signif- 
icantly better fit, the antecedent's effect on the outcome is 
not fully mediated by the proposed focal constructs.! Our 
tests demonstrate that only customer and seller RSIs are not 
fully mediated by commitment and trust. Moreover, we 
compare mediation results across the four theoretical mod- 
els and derive key insights into causal ordering. For exam- 
ple, neither trust’s nor commitment's effect on outcomes is 
fully mediated when they serve as antecedents in other 
models. This finding provides additional support for the 
role of commitment and trust in driving performance. That 
is, commitment and trust mediate all constructs except for 
RSIs, and no other perspective mediates their effect on out- 
comes; therefore, commitment and trust are immediate pre- 
cursors to exchange performance. 


Results: Dependence Perspective 


As customers’ commitment (B = .20, p < .05) increases, as 
they make more RSIs (В = .15, р < .05), and as they have 
higher levels of relational norms (В = .18, p < .05), the level 
of interdependence increases. Contrary to our expectations, 





'Chi-square difference test statistics are available for all media- 
tion tests on request. 
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customer trust negatively (В = -.26, р < .01) and oppor- 
tunism positively (В = .18, р < .01) affect interdependence. 
The customer’s evaluation of the seller’s reliability and self- 
interest may affect interdependence perceptions, in that if 
the seller sincerely stands by its word, the customer expects 
it to help minimize losses if the relationship were to end. A 
trusted, nonopportunistic seller is more likely to follow the 
letter and spirit of a contract regarding notification and ter- 
mination payments, which would make the loss of the rela- 
tionship less costly (lowering interdependence), whereas a 
less trusted, more opportunistic seller may provide a rela- 
tively lower level of transitional support. We offer this con- 
jecture in the spirit of novel thinking; other conjectures are 
equally plausible. 

Seller RSIs and communication are not significantly 
related to customer interdependence. Similarly, neither cus- 
tomer RSIs nor seller RSIs have a significant impact on 
dependence asymmetry. Interdependence has a positive 
influence on overall financial performance (В = .16, р < .01) 
and cooperation (В = .10, р < .05) and a negative influence 
on conflict (В = —11, р < .01). Unbalanced relationships 
experience higher levels of conflict, but dependence asym- 
metry does not influence any of the other three outcomes. 
Exchange age has a negative effect on sales growth (В = 
~.04, p < .05). 

Mediation tests demonstrate that all antecedents have 
direct effects on the outcome variables (i.e., no antecedents 
are fully mediated), though in the commitment-trust and 
transaction cost perspectives, dependence constructs are 
fully mediated. Therefore, we posit that interdependence 
and dependence asymmetry are not immediate precursors to 
performance, and the dependence structure of exchange 
partners represents a structural characteristic of an 
exchange that may provide an important context for other 
proximate performance drivers. 


Results: Transaction Cost Economics Perspective 


As interdependence increases, customers make larger RSIs 
(B = .13, p < .01). None of the other antecedents of cus- 
tomer RSIs are significant. Seller opportunism drops as a 
result of strong relational norms (В = —24, р < .01) and high 
seller RSIs (—.18, р < .01). Similarly, seller RSIs are influ- 
enced positively by relational norms (В = .19, p < .01) and 
communication (В = .29, p < .01) but are unaffected by 
dependence. Customer RSIs have a positive effect only on 
sales growth (B — .12, p « .01), whereas seller opportunistic 
behavior affects both relationship outcomes, undermining 
cooperation (В = –.17, р < .01) and increasing conflict (В = 
26, p < .01), but has no effect on financial outcomes. Thus, 
opportunistic behaviors do not appear to influence financial 
outcomes directly but rather indirectly through their impact 
on relational behaviors. Seller RSIs have significant effects 
on three outcomes: They improve overall financial perfor- 
mance (В = .32, p < .01) and cooperation (В = .30, p < .01) 
and decrease the level of conflict (B = —16, p < .01). 
Exchange age has a positive effect on seller RSIs (В = .11, 
p < 05) but a negative effect on sales growth (В = —.10, p < 
.05) and financial performance (В = —.09, р < .05). 
Mediation tests demonstrate that commitment, trust, 
relational norms, and communication are not fully mediated 


in the transaction cost perspective, and customer and seller 
RSIs have direct effects on outcomes (1.e., not fully medi- 
ated) when tested in the three other perspectives. Thus, 
RSIs have a direct effect on outcomes across all models, so 
they should be considered immediate precursors of 
exchange outcomes. The failure of this perspective to medi- 
ate fully the effect of the relational constructs on outcomes 
supports the view that transaction cost economics cannot 
capture the relational aspect of an exchange. 


Results: Relational Norms Perspective 


Of the eight antecedents tested, only customer commitment 
(B = .24, p < .01) and trust (В = .23, р < .01) have signifi- 
cant effects on the level of relational norms. It is especially 
surprising that opportunistic behaviors and communication 
do not influence relational norms, but we posit that this 
finding may be due to the time lapse in our longitudinal 
data; one year between antecedent and mediator measures 
may be relatively short compared with the time needed for 
meaningful changes in norms. Relational norms have strong 
effects on all four outcomes: sales growth (B = .12, p « .01), 
financial performance (В = .27, p < .01), cooperation (В = 
.37, р < .01), and conflict (B = —25, p < .01). 

Relational norms fail to mediate fully commitment, 
trust, customer and seller RSIs, and communication, but 
they fully mediate dependence measures and opportunistic 
behaviors. The results from the other models' mediation 
tests show that relational norms are fully mediated in the 
commitment-trust perspective. In addition, only two of the 
eight antecedents of relational norms are significant in this 
model, whereas norms are significantly related to five of the 
six focal constructs across the other models. Therefore, we 
posit that relational norms provide an important backdrop 
for other focal performance drivers but are not an immedi- 
ate precursor of exchange performance themselves. 


Results: Moderating Role of Environmental 
Uncertainty 


To evaluate whether environmental dynamism or market 
diversity moderates the effects of the focal constructs on 
outcomes across perspectives, we use multigroup structural 
model analysis and examine moderation effects on the basis 
of a median split (N = 198 in both groups). We use a chi- 
square difference test to compare models in which we con- 
strain all structural paths to be equal across the two groups 
versus an unconstrained model in which we allow the path 
being tested to vary. If the free model has a significantly 
lower chi-square than the constrained model, the path is 
moderated. We perform an analysis for the effects of ail 
mediators on each of the four outcomes for both environ- 
mental dynamism and market diversity across the four per- 
spectives and summarize the results in Table 4. 

Compelling evidence shows the enhanced impact of 
strong interfirm relationships (commitment, trust, and rela- 
tional norms) on overall financial performance and cooper- 
ation as environmental uncertainty increases. Commit- 
ment's impact on overall financial performance (А201) = 
5.7, р < .05) and cooperation (Ах?) = 7.4, р < .01) is sig- 
nificantly moderated by environmental dynamism, whereas 
commitment’s impact on cooperation (Ах2(1) = 11.2, р < 
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.01) is significantly moderated by market diversity. Even 
more compelling, trust's impact on overall financial perfor- 
mance (AX?) = 12.3, p< 01; АХ, = 4.6, p< .05) and 
cooperation (Ay? = 6.3, р < .01; АХ?) = 7.6, р < .01) is 
significantly moderated by both environmental dynamism 
and market diversity. None of the effects of commitment or 
trust on sales growth or conflict are significantly moderated, 
except for the negative impact of trust on conflict (Аў2(у = 
4.6, p « .05). 

We do not find support for the moderating role of uncer- 
tainty 1n the dependence perspective; only 2 of the 16 paths 
tested are significantly moderated, and only 1 is signifi- 
cantly moderated in the expected direction. Overall, the 
effect of an exchange's dependence structure on exchange 
outcomes does not appear to be sensitive to environmental 
uncertainty. 

The moderating role of uncertainty on outcomes in the 
transaction cost perspective yields mixed results. None of 
the moderation tests are significant for the impact of oppor- 
tunism on exchange outcomes. Although only 3 of the 12 
paths between RSIs and sales growth, financial perfor- 
mance, and cooperation are significantly moderated, 10 are 
in the expected direction but with effect sizes too small to 
achieve significance. Specifically, the impact of customer 
RSIs on sales growth is greater for more diverse markets 
(А201) = 4.6, p < .05), whereas that of seller RSIs on over- 
all financial performance is greater as environmental 
dynamism increases (АХ?) = 4.2, р < .05) and that on 
cooperation is greater in more diverse markets (^y2( = 3.9, 
р < .05). 

Relational norms’ impact on overall financial perfor- 
mance is moderated by environmental dynamism (АХ) = 
4.9, p < .05; the effect on cooperation is moderated at p < 
.10), whereas the impact on cooperation is significantly 
moderated by market diversity (Ax?) = 11.3, p < .01; the 
effect on overall financial performance is moderated at p < 
.10). None of the other norm-outcome relationships are sig- 
nificantly moderated. 


Results: RBV Perspective 


On the basis of the results from the four theoretically "pure" 
models, we develop and test a post hoc integrative model 
that combines the theoretical perspectives according to the 
causal ordering indicated by our analysis. We offer a model 
consistent with the RBV (Dyer 1996; Wernerfelt 1984) that 
treats commitment, trust, and RSIs as immediate precursors 
of performance (mediators) and all other constructs as 
antecedents (Figure 2). 

In Table 5, we show that building customer trust (B — 
53, p < .01), increasing interdependence (В = .11, p < .05), 
and building stronger relational norms (В = .26, p < .01) 
lead to higher levels of customer commitment. Communica- 
tion is not significantly related to commitment. Customers 
experience higher levels of trust in exchanges with more 
relational norms (В = .27, р < .01) and communication (В = 
30, p < .01) and less opportunism (В = –.13, p < .05). The 
dependence structure has no significant influence on cus- 
tomer trust. Customers make larger RSIs when exchange 
interdependence (В = .16, p < .05) and communication ( = 
11, p < .05) increase, but none of the other antecedents are 


significant. Seller RSIs are positively affected by relational 
norms (В = .21, р < .01) and communication (В = .28, р < 
01) but not by interdependence. 

Customer commitment has a strong effect on three out- 
comes: sales growth (В = .16, р < .05), cooperation (В = .24, 
р < 91), and conflict (В =-.19, р < .01); customer trust has 
a direct impact on conflict only (В = -.12, р < .05); cus- 
tomer RSIs have a positive effect on sales growth (В = .12, 
p < .01); and seller RSIs affect financial performance (В = 
24, р < .01) and cooperation (В = .18, р < .01). Exchange 
age has a positive effect on seller RSIs (В = .11, p < .05) 
and a negative effect on sales growth ( = —.09, p < .05) and 
financial performance (В = —.09, р < .05). 

Moreover, the mediation tests demonstrate that the 
effects of antecedents on outcomes are all fully mediated, in 
support of our proposed model. Even with all four media- 
tors modeled as influencing each outcome, each still affects 
at least one outcome; therefore, each mediator captures 
independent, performance-relevant information. 

Moderation tests of the RBV model are consistent with 
the previous results (see Table 6). The same relationships 
between commitment, trust, customer RSIs, and seller RSIs 
and outcomes are significantly moderated as in each of the 
component perspectives (except for seller RSIs —> coopera- 
tion, for which the significance level drops from p < .05 to 
р<.10). 


Discussion 

Most researchers investigating interorganizational relation- 
ship performance use one or more of the theoretical per- 
spectives we address herein (Heide and John 1990; Lusch 
and Brown 1996; Morgan and Hunt 1994; Siguaw, Simp- 
son, and Baker 1998). Each perspective offers different 
focal or organizing constructs and either explicitly or 
implicitly proposes a different nomological ordering of key 
constructs. Because interfirm research often uses a single 
theoretical perspective and employs cross-sectional data, 
even after decades of research, there is a lack of under- 
standing of relative efficacy or how the focal constructs are 
causally related, and managers can develop effective strate- 
gies only if they understand the key drivers of performance. 
Moreover, resolving how these different theories are inter- 
related can support researchers’ efforts to build a holistic 
view of interfirm performance. We structure our discussion 
and implications for research and practice around our four 
focal questions: (1) What drives relationship performance? 
(2) How are the drivers causally ordered? (3) When does 
each driver have the greatest impact? and (4) Can these dif- 
ferent drivers be parsimoniously integrated into a single 
framework. We summarize the results and implications in 
Table 7. 


Key Drivers of Interorganizational Relationship 
Performance 


Evaluating the main effects of each perspective’s focal con- 
structs on the four outcomes shows that with a single theo- 
retical lens, as is typically used, each perspective receives 
strong empirical support, which may provide misleading 
insight into its relative efficacy. Both financial outcomes 
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FIGURE 2 
The RBV of Interorganizational Relationship Performance 





RBV Perspective 
poe eee eee eee ЫШ И рнк сна ВН 
г Dependence Perspective | Fs / Commitment-Trust \ и 
1 Perspective 1 
| Dependence asymmetry | l : А | 
! ! | Customer commitment Sales growth 
| Interdependence - 


пони ole ee И 

| Relational Norms Perspective! B" Customer trust 
1 1 

н Relational norms i FENS 
\ 4 


wee ee ee - - 


——————— ~ 


^^ Transaction Cost Economics / G 
Perspective Customer RSIs 


Overall financlal 
performance 







І 
| 
| 
t 
ETT cy А. 
[== a 
\ 14 


«Environmental dynamism 
*Market diversity 


nS 
Notes: We measured all antecedents in Year 1, mediators In Year 2, and outcomes in Year 3, except for sales growth, which Includes Years 3 
and 4. We modeled exchange age as an antecedent of all mediators and exchange outcomes. 


were affected by commitment, RSIs, and relational norms, 
whereas only commitment and RSIs had a direct effect on 
financial outcomes across all four models independent of 
measurement period or the inclusion of other focal con- 
structs (i.e., during mediation tests). Thus, commitment and 
RSIs are key drivers of financial performance, whereas 
trust, opportunism, communication, relational norms, and 
dependence are not. AI] the focal constructs drive relational 
outcomes, but only the direct effects of trust, commitment, 
and RSIs remain across all measurement periods and per- 
spectives. Thus, commitment, RSIs, and trust are key dri- 
vers of relational outcomes (i.e., cooperation and conflict), 
but opportunism, communication, relational norms, and 
dependence are not. 

Therefore, previous research based solely on the depen- 
dence or relational norms perspectives likely overstates the 
impact of direct effects on performance. We find support for 
the role of commitment and trust on performance, but the 
equally strong and independent direct effect of RSIs on both 
financial and relational outcomes suggests that they should 
be considered as well. A recent meta-analysis (Palmatier et 
al. 2006, p. 150) reinforces this point by noting that "rela- 
tionship investment has a large, direct effect on seller objec- 
tive performance, in addition to its frequently hypothesized 
mediated effect.” This meta-analysis also shows that RSIs' 
direct effect on objective performance is greater than that of 
relational mediators. Together, these results imply that rela- 
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tionship marketing should no longer model the effects of 
relational investments on outcomes as being fully mediated 
only by trust and commitment (e.g., Morgan and Hunt 
1994); rather it should investigate RSIs' direct effect 
(Palmatier, Gopalakrishna, and Houston 2006) or other pos- 
sible mediating mechanisms (e.g., reciprocity, exchange 
effectiveness, gratitude). 

Management strategies must increase customers' moti- 
vation to maintain (commitment) and enable (e.g., trust, 
willingness to accept risk) the relationship, in addition to 
promoting investments by both partners to improve the effi- 
cacy and effectiveness of tbe interaction. Training pro- 
grams, easier and more effective communication channels, 
and other specific assets could make the exchange more 
effective. Managers may want to provide incentives to push 
customers to make RSIs. For example, incentivizing cus- 
tomers to learn about products, using Web-based systems, 
or attending seller-funded seminars may pay higher divi- 
dends than additional “relationship-building events" tar- 
geted at improving customer-seller relational bonds. 


The Causal Relation of Key Performance Drivers 


Commitment, trust, and RSIs are not mediated by other 
constructs across different models and have consistent, 
direct effects on multiple outcomes across different per- 
spectives; therefore, they are immediate precursors of per- 
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formance (Table 7). Thus, what is the role of other focal 
interorganizational constructs?? The dependence structure 
of an exchange builds commitment and promotes RSIs, pos- 
sibly by increasing switching costs and reducing concerns 
about appropriations. Contrary to extant research (Ganesan 
1994; Kim and Frazier 1997), we find that RSIs’ impact on 
performance does not function through their effect on the 
dependence structure. Furthermore, the effect of oppor- 
tunistic behaviors on outcomes works through their influ- 
ence on trust, and the role of communications in driving 
outcomes lies in their effect on trust and RSIs. Whereas 
researchers understand the communication-trust relation- 
ship, the connection between communication and RSIs is 
less familiar, though it may be an important vehicle for 
uncovering potential exchange-leveraging investment 
opportunities. 

Relational norms appear to be important antecedents of 
all key drivers of performance, possibly because they pro- 
vide key foundational rules (e.g., solidarity, mutuality, flexi- 
bility) and conformance pressures that prompt strong rela- 
tional bonds and risky investments. Thus, if we assume that 
exchange partners typically adhere to relational norms, 
norms may be a necessary but insufficient condition for 
high-performance exchanges; that is, violating norms 
ensures underperformance, but following norms does not 
guarantee high performance. We find only a limited number 
of significant antecedents of relational norms, possibly 
because change in norms likely takes longer than one year 
to occur. 

These findings support both the persistent calls for more 
longitudinal research to resolve differences in causal order- 
ing among theoretical perspectives and a more integrated 
view. Moreover, we provide insight into the role of key 
interorganizational constructs. When developing financial 
strategies, managers should build commitment and promote 
RSIs; concerns about dependence, opportunism, norms, and 
communication are secondary and should be evaluated in 
terms of their impact on the key performance drivers. 


The Greatest Impacts on Exchange Performance 


Our moderation analyses show that the positive effects of 
commitment, trust, and relational norms on cooperation and 
financial performance increase as environmental uncer- 
tainty increases. Relational-based exchanges outperform 
transaction-based exchanges when environmental uncer- 
tainty is high, in support of the premise that greater adapt- 
ability and flexibility associated with relationally governed 
exchanges pay higher dividends in changing environments. 
The moderation effect on trust is especially notable; trust 
does not have a significant, direct effect on financial perfor- 
mance in the overall sample, but it has a significant effect in 
the high-uncertainty groups. Thus, in dynamic, diverse 
environments, trust enhances commitment and directly 





2Because relational norms have a strong impact on outcomes in 
the relational norms perspective, we test an additional model that 
includes relational norms as a mediator in the RBV model. In this 
alternative model, relational norms are not significantly related to 
any of the four outcomes, in support of their role as antecedents 
rather than focal mediators. 


affects financial performance. Customers may reward 
trusted sellers in dynamic markets because they acknowl- 
edge the value of trust in this context with additional sales 
and higher prices. 

Uncertainty moderates neither the effect of dependence 
nor that of opportunism on performance. In addition, RSIs 
have a stronger impact on exchange outcomes as uncer- 
tainty increases, so investments in exchange relationships 
(e.g., training, customization) may generate higher returns 
in dynamic, heterogeneous environments. Managers may 
find it productive to allocate more relationship marketing 
efforts and investments to exchanges in markets with higher 
levels of uncertainty. In dynamic markets, sellers may also 
want to take advantage of the enhanced impact of trust by 
increasing communication, minimizing signs of oppor- 
tunism, and committing RSIs to increase the customer's 
perception of trustworthiness. 


Integration in a Single Theoretical Framework 


The previous sections focus on discrete theoretical perspec- 
tives, but many researchers already recognize their close 
interrelationships (e.g., Ganesan 1994; Siguaw, Simpson, 
and Baker 1998). Using causal insights gleaned from these 
different models, we parsimoniously integrate them within 
an RBV of interorganizational exchange, though many of 
our conjectures require additional support. The finding that 
the proximate drivers of both financial and relationship out- 
comes include commitment, trust, and RSIs is in line with 
Dyer and Singh's (1998, p. 662) premise that the RBV 
framework should extend to interfirm relationships, which 
generate superior performance when "partners combine, 
exchange, or invest in idiosyncratic assets, knowledge, and 
resources/capabilities, and/or they employ effective gover- 
nance mechanism." In our post hoc RBV model, commit- 
ment and trust provide the relational governance structure; 
RSIs represent idiosyncratic resources that, when com- 
bined, can make the exchange valuable, rare, and difficult to 
duplicate, and they generate sustainable competitive advan- 
tage and superior outcomes (Wernerfelt 1984). 

As we summarize in Figure 2, we can synthesize com- 
mon interorganizational constructs by extending the RBV 
theory from the more common "firm" unit of analysis to an 
“exchange,” arguably the most fundamental unit for market- 
ing (Bagozzi 1975), in which the dependence structure and 
relational norms perspectives and communication and 
opportunistic behaviors precede commitment, trust, and 
RSIs. We also build on Jap's (1999) and Dyer's (1996) 
empirical work to apply the RBV to an interfirm dyad by 
(1) supporting their findings that RSIs positively affect per- 
formance and (2) integrating the key relational governance 
construct of commitment and trust, as well as other key 
interorganizational constructs. Overall, compelling evi- 
dence shows that when the RBV is applied to an exchange, 
it offers a unifying paradigm, similar to its use in strategy 
research, which synthesizes diverse literature across differ- 
ent perspectives (Conner 1991). 

More specifically, we outline the key role of each focal 
construct with the RBV of interorganizational relationship 
performance. First, as relationship marketing literature 
(Morgan and Hunt 1994) argues, commitment encapsulates 
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TABLE 7 
Summary of Key Findings and Implications 





Key Findings 


Commitment-Trust Perspective 
Commitment and trust positively affect financial and rela- 
tional outcomes. These direct effects remain even when 
they are modeled as an antecedent In other perspectives. 


eCustomer and seller RSIs have a direct effect on 
exchange outcomes, which is not fully mediated by com- 
mitment or trust. 


«The Impact of strong interfirm relationships (commitment, 
trust) on overall financial performance and cooperation is 
enhanced as environmental uncertainty increases. 


Dependence Perspective 
«|nterdependence and dependence asymmetry have 
direct effects on only three of the four outcomes, all 
antecedents have direct effects on the outcome variables 
(1.ө., no antecedents are fully mediated in this perspec- 
tive), and dependence constructs are fully mediated in all 
other perspectives. 


eDependence's effect on outcomes is not moderated by 
environmental uncertainty. 


Transaction Cost Economics Perspective 
*RSIs have a direct effect on all exchange outcomes; their 
Influence on financial and relationship outcomes is not 
fully mediated in any of the other models. 


*Opportunistic behaviors affect relational outcomes but not 
financial outcomes. Unlike RSIs, opportunistic behaviors 
are fully medlated in both the commitment-trust and the 
relational norms models. 


Relational Norms Perspective 

*Relational norms have direct effects on all exchange out- 
comes but fail to mediate the effects of five of elght 
antecedents on outcomes fully. Relational norms' effects 
on outcomes are fully mediated in the commitment-trust 
perspective and transaction cost perspective (except for 
cooperation). 

*Only two of the eight interorganizational constructs mod- 
eled as antecedents have significant effects on relational 
norms in this perspective. Conversely, norms are a slg- 
nificant antecedent in all other perspectives. 


RBV Perspective 
*A post hoc model integrating theoretical perspectives 
according to the causal ordering indicated Is consistent 
with an RBV of the exchange. Mediation tests demon- 
strate that the effects of all antecedents on outcomes are 
fully mediated by commitment, trust, and RSls. 


*The antecedents of dependence, relational norms, and 
communication significantly affect the key mediators In 
the RBV model. 
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Implications 


«Commitment and trust are immediate precursors and Impor- 
tant drivers of exchange performance. 


*RSIs influence outcomes through direct, not trust- and 
commitment-mediated, pathways, consistent with a recent 
meta-analysis showing RSIs have a large, direct effect on 
seller objective performance, in addition to their frequently 
hypothesized mediated effects (Palmatler et al. 2006). 
Researchers should no longer model RSI effects on out- 
comes as fully mediated by trust and commitment, but rather 
they should Investigate RSIs' direct effects and/or other pos- 
slble mediating mechanisms. 


*Relational-based exchanges outperform transactional-based 
exchanges п high environmental uncertainty. Managers 
should concentrate relationship marketing investments on 
more dynamic customer segments. 


e|nterdependence and dependence asymmetry аге not imme- 
diate precursors of performance; the dependence structure 
of a relationshlp represents a structural characteristic of the 
exchange that provides an Important context for other, more 
proximate drivers. 


The effect of dependence on outcomes is not sensitive to 
uncertainty. 


*RSIs are Immediate precursors and important drivers of 
exchange performance. 


«Opportunistic behaviors do not influence financial outcomes 
directly but rather Indirectly through their Impact on relational 
behaviors. 


*Relational norms are not Immediate precursors of exchange 
performance. 


«The strong effects on other focal constructs Imply that It is an 
important antecedent and may provide a long-term contex- 
tual backdrop for other focal performance drivers. 


eProximate drivers of both financial and relationship outcomes 
include commitment, trust, and RSI, which supports the 
premise that the RBV can be extended to interfirm 
relationships. 


«An exchange Is embedded In a dependence structure, which 
affects partners’ commitment and RSI willingness, and an 
informal grid of relational norms, which affects all key drivers 
of performance. Ongoing communication builds and main- 
tains trust and Increases customer and seller RSIs, possibly 
by uncovering potential exchange-leveraging investment 
opportunities. 


exchange partners’ desire and motivation to maintain a rela- 
tionship, without which it is difficult to envision the partner 
expending effort to enhance exchange performance. Sec- 
ond, trust gives partners confidence in their counterpart’s 
future actions, strengthens commitment, supports coopera- 
tion, and prevents conflict, which suggests that it plays an 
important role by enabling long-term, successful inter- 
actions rather than affecting financial outcomes directly. 
Third, in terms of the direct effect of RSIs on exchange per- 
formance, though commitment captures an exchange part- 
ner's relational motivation, RSIs improve financial and 
relationship outcomes by increasing the efficacy or effec- 
tiveness of the exchange itself because of the exchange's 
improved ability to create value by either increasing bene- 
fits or reducing costs. For example, when partners invest in 
training, customized procedures, or specialized interfaces, 
they improve the functional capabilities of the exchange 
relationship, which creates value (e.g., lower interaction 
costs, improved product innovation) and catalyzes higher 
performance. 

The theoretical implications and research opportunities 
of the RBV of relationship marketing are varied. First, the 
focus on investments and asset specificity should shift from 
a transaction cost perspective of safeguarding and monitor- 
ing to a focus on improving the effectiveness and efficacy 
of relationship value creation. Second, the many different 
forms of exchange-specific investments must be evaluated 
with regard to their productivity-enhancing effect, difficulty 
to duplicate, and overall ability to generate value. Third, the 
interaction between governance variables and investments 
should be better understood. For example, if commitment 
improves exchange partners’ motivation to maintain the 
relationship and RSIs increase exchange capabilities, capa- 
bilities may have a greater impact on outcomes when part- 
ners are more motivated. Further empirical support for these 
premises would offer important managerial implications 


regarding the level and type of exchange-specific invest- 
ments that yield the highest returns, as well as how spend- 
ing should be allocated across relational- and effectiveness- 
building investments. 


Limitations and Further Research 


Despite its longitudinal analysis and objective performance 
data, our study contains several limitations. For example, 
the seller is a single large company. Although its product 
breadth and varied business processes reduce some con- 
cerns, we cannot evaluate its idiosyncratic characteristics. It 
is difficult to envision how these might influence the causal 
ordering of constructs or the fit among theoretical perspec- 
tives, but they could alter the relative effect sizes among our 
constructs. Further research should confirm our results in 
other industries and with other firms. In addition, we con- 
duct our longitudinal analysis over four years, which may 
not support an analysis of constructs with longer response 
cycles, such as norms, or those that may vary from month to 
month, such as interaction frequency and depth of commu- 
nication. Additional research should take a more dynamic 
view and investigate whether key interorganizational con- 
structs follow natural growth curves and response cycles. 
Because we fail to identify many antecedents of relational 
norms, further research also should investigate how firms 
can build or accelerate norm development. 

We focus on four common theoretical perspectives for 
understanding interorganizational exchanges, but further 
research should compare and synthesize other perspectives 
as well. Focusing on the newly defined knowledge-based 
view of the firm may be especially fruitful (Johnson, Sohi, 
and Grewal 2004; Selnes and Sallis 2003) because of its 
compatibility with the RBV. Overall, we hope that addi- 
tional efforts extend our research by providing more 
dynamic and integrative views of interfirm exchange 
performance. 
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Constructs and Measures (Scale Sources) 


Customer Commitment (Kumar, Hibbard, and Stern 1994) (Measured In Years 1 and 2) 
We continue to represent [Seller] because it is pleasant working with them. 
We intend to continue representing [Seller] because we feel like we are part of the [Seller] farnlly. 
We like working for [Seller] and want to remain a [Seller] agent. 


Item Loadings 


(Year 1/Year 2) 
.93/.87 
.88/.88 
.76/.79 


Customer Trust (Crosby, Evans, and Cowles 4990) (Measured in Years 1 and 2) 


[Seller] is a company that stands by its word. 
| can rely on [Seller] to keep the promises they make to me. 
[Seller] is sincere in its dealings with me. 


Customer Dependence (Kumar, Scheer, and Steenkamp 1995) (Measured In Years 1 and 2) 


If for some reason, our relationship with [Seller] ended ... 


The loss would hurt our sales of non-[Seller] lines as well. 

It would be relatively easy for us to diversify Into selling new product lines. (R) 

We would suffer a significant loss of income despite our best efforts to replace the lost income. 
The loss would seriously damage our reputation in this area. 


.81/87 
.92/91 
.86/90 


interdependence 
.71/.70 
.40/.38 


.80/.75 
78/71 
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Continued 
ы = ОЕ ___- _____ MH 
Seller Dependence (Kumar, Scheer, and Steenkamp 1995) (Measured In Years 1 and 2) Dependence 
If for some reason, we ended our relationship with [Seller] ... Asymmetry 
Such a loss would seriously hurt the sales of [Seller] lines In this area. .58/.61 
[Seller] could easily compensate for it by appointing another agent in this area. (Н) .53/.50 
Such а loss would significantly damage [Seller]'s reputation In this area. .67/.79 
Such а loss would negatively affect the service [Sellers customers have come to expect in this area. .57/.61 


Customer RSIs (Heide and John 1988) (Measured in Years 1 and 2) 
In terms of the time spent learning, the following are unique to [Seller]: 


The [Seller]s way of doing things in order to become a [Seller] agent. .79/.79 
Speciallzed knowledge about the product lines offered by [Seller]. .78/.79 
Special procedures used Бу [Seller]. .82/.83 
Special needs of [Seller]'s customers. .86/.87 
Seller RSIs (Zaheer and Venkatraman 1995) (Measured in Years 1 and 2) 
[Seller] has invested significant resources In providing me ongoing training. .79/.78 
[Seller] has invested signiflcant resources In providing me customized support. .80/.77 
[Seller] has Invested significant resources in Improving personal relations between us. .88/.83 
Seller Opportunistic Behaviors (John 1984) (Measured In Years 1 and 2) 
In working with its partners, [Seller] alters facts In order to meet their own goals and objectives. .74/.87 
In working with Its partners, [Seller] does not negotiate from а good faith bargaining perspective. .90/.90 
In working with its partners, [Seller] breaches formal or informal agreements to benefit themselves. .83/.85 


Relatlonal Norms (Kaufmann and Dant 1992) (Measured in Years 1 and 2) 
Solidarity Norms (a = .77/.74) .88/.87 
We consider [Seller] to be our business partner. 
We conscientiously try to maintain a cooperative relationship with [Seller]. 
Our relationship with [Seller] is more important to us than profits from individual transactions. 


Mutuality Norms (a. = .83/.88) .87/.83 
Even If costs and benefits are not evenly shared between us in a given tlme period, they balance out 
over time. 


We each benefit and earn In proportion to the efforts we put in. 
My business usually gets a fair share of the rewards and cost savings п doing business with [Seller]. 
Flexibility Norms (о, = .79/.79) .75/.76 
We would willingly make adjustments to help out [Seller] when faced with special problems or 
clrcumstances. 
We would gladly set aside the contractual terms in order to work through difficult situations with [Seller]. 
[Seller] gladly sets aside the contractual terms in order to work with us In difficult times. 


Communication (Greenbaum, Holden, and Spataro 1983) (Measured in Years 1 and 2) 


Communications are prompt and timely. .75/.68 
Communications are complete. .84/.89 
The channels of communicatlon are well understood. .77/.91 
Communications are accurate. .80/.88 
Overall Financial Performance (Lusch and Brown 1996) (Measured in Year 3) .85/.98/.88 


[For this Seller's products], our performance Is very high in terms of (sales growth, profit growth, 
and overall profitability) 


Cooperation (Ambler, Styles, and Xiucum 1999; Morgan and Hunt 1994) (Measured In Year 3) 
OVERALL, our relationship with [Seller] suggests that ... 
We have a mutually beneficlal relationship. .89 
We can work together well In this business. 94 
We should describe our relationship as cooperative. 83 


Confilct (Kumar, Scheer, and Steenkamp 1995) (Measured In Year 3) 
OVERALL, | consider my relationship with [Seller] to be (frustrating, antagonistic, conflictful). .91/.95/.94 


ее ee ee ee = __- ___-_______--_-_______-__________-___- 
Notes. All Items were measured using five-point scales anchored by 1 = "strongly disagree" and 5 = "strongly agree; unless otherwise 
indicated R = reverse scored. 
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The Performance Implications of 
Designing Multiple Channels to Fit 
with Strategy and Environment 


Applying a configuration-theoretic approach to study multiple channels, the authors hypothesize that multiple- 
channel systems make their greatest contributions to firm performance when their structures are properly aligned 
with their firms’ business-level strategies and with environmental conditions. A conceptual model incorporating 
these variables is supported in an empirical study of responses from executives at 291 electronic component 
manufacturers. The results confirm the existence of two theoretically ideal configurations. As hypothesized, 
channels in these ideal configurations make greater contributions to their firms’ performance than do channels in 
alternative configurations. Moreover, a profile deviation analysis shows that a channel system's contribution to its 
firm’s performance is greatest when that channel system’s structural profile is closest to the profiles of top- 
contributing channel systems operating under similar strategic and environmental conditions. The authors present 
specific guidelines to help managers design distribution systems for different combinations of environment (e.g., 


with high and low dynamism, munificence, and diversity) and strategy (cost leadership and differentiation). 


e strategic role of distribution channels has been rec- 
ognized for decades (see Dwyer and Welsh 1985), 
and it i$ even more critical in light of the proliferation 

of channel options available today. Forces such as global- 
ization and the Internet have added greatly to the choices 
available to channel managers. Most firms, whether large or 
small, business-to-business or retail, now employ some 
form of Internet channel, and typically, these newer chan- 
nels do not replace existing channels but rather are added to 
or combined with them (Wilson and Daniel 2007). Thus, it 
is increasingly common for firms to employ online channels 
along with sales force channels, sales representative chan- 
nels, dealer channels, catalog channels, and call-center 
channels and to rely on these complex combinations as a 
source of competitive advantage (Rosenbloom 2007). 
Consistent with these trends, academic research has 
begun to focus greater attention on multiple-channels strat- 
egy. Studies have examined topics such as how the addition 
of Internet channels affects a firm's market valuation (e.g., 
Cheng et al. 2007; Geyskens, Gielens, and Dekimpe 2002), 
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how firms might achieve an optimal mix of different types 
of channels (Sharma and Mehrotra 2007), and how firms 
undertake dynamic transformation in combining new and 
existing types of channels (Wilson and Daniel 2007), but a 
framework that has the potential to integrate and to expand 
current knowledge on the topic is still missing. More impor- 
tant, perhaps, multiple channels have not yet been linked to 
the business-level strategy of the firm despite the increas- 
ingly important role of channels in the firm’s competitive 
strategy (Rosenbloom 2007). Facing disparate company 
goals, resources, and competitive environments, managers 
have little direction from the current literature that will 
allow them to achieve maximum benefits from their multi- 
ple channels. 

The current research addresses these issues with a 
configuration-theoretic approach (see Miller 1996; Miller 
and Friesen 1984) that treats multiple channels as systems 
and examines the fit—or coalignment—between multiple- 
channel system structure, business-level strategy, and envi- 
ronmental conditions. By synthesizing extant literature, we 
hypothesize two ideal configurations of business strategy, 
multiple-channel structure, and environment and verify 
their existence with data from a survey of 291 manufactur- 
ing firms. As we hypothesize, channel systems with theo- 
retically ideal configurations make greater contributions to 
their firms’ performance than do channel systems for which 
environment, strategy, and structure are misaligned. With 
the addition of a profile deviation analysis (Venkatraman 
1989), we demonstrate further that a channel system’s con- 
tribution to its firm’s performance is directly related to the 
difference between that channel system’s structural profile 
and the structural profile of top-contributing channel sys- 
tems that operate under similar strategic and environmental 
conditions. Overall, our results demonstrate that multiple- 
channel systems make their greatest contributions to firm 


Joumal of Marketing 
Vol. 71 (October 2007), 195-211 


performance when their structures are properly aligned with 
the business strategy of the firm and with the environment. 

Our study contributes to the literature in the following 
ways: First, from a broader perspective, this is the first 
study to focus explicitly on the important linkage between 
business-level strategy and multiple-channel design. In 
doing so, it responds to the call for more strategically ori- 
ented research in marketing (e.g., Webster 2005) and, more 
specifically, to the need for a new area of research linking 
channel configurations to competitive strategy (Rosen- 
bloom 2007). Second, to the best of our knowledge, this is 
the first study to conceptualize multiple-channel systems 
within a configuration-theoretic framework. Although con- 
figuration theory has been used extensively in strategic 
management (e.g., Miller 1996; Miller and Friesen 1984) 
and more recently in marketing (Vorhies and Morgan 2003), 
it has never been used to examine channel systems, despite 
its conceptual and practical relevance to inter- and intra- 
organizational structures (Bensaou and Venkatraman 1995). 
We use this approach to synthesize myriad bivariate rela- 
tionships that have previously been found between elements 
of channel structure, environmental conditions, and 
business-level strategy. Our results demonstrate the value of 
using a holistic approach that can conceptualize multiple 
channels as systems rather than as multiple individual chan- 
nels. For practitioners, our results indicate that there is more 
than one combination of channel structure, business strat- 
egy, and environment that can lead to high performance. We 
suggest two sets of specific guidelines for designing 
multiple-channel systems such that the number of individ- 
ual channels, the relative proportion of direct channels, and 
the overall degree of channel bureaucratization best fit with 
the firm’s business strategy and environmental conditions. 
Our results demonstrate that when managers improve this 
fit, their channel systems will make greater contributions to 
the sales, profits, and growth of the firm. 

The article proceeds with an elaboration of configura- 
tion theory, the application of configuration theory to chan- 
nels of distribution, and the specific dimensions on which 
our configuration model is based. Then, we present 
hypotheses and an empirical test of our model, including a 
cluster analysis to confirm the hypothesized configurations 
and a profile deviation analysis of the fit between multiple- 
channel structure and business strategy and environmental 
conditions. We conclude with a discussion of our findings 
and their implications for managers and researchers. 


Configuration Theory 
Configurations have been described as “common align- 
ments among elements” (Miller 1996, p. 507), gestalts or 
archetypes (Dess, Newport, and Rasheed 1993, p. 780), and 
“multidimensional constellation(s) of the strategic and orga- 
nizational characteristics of a business” (Vorhies and Mor- 
gan 2003, p. 102). In practical terms, a configurational 
approach to theory building and data analysis is geared to 
finding common natural clusters among the elements of 
interest—typically, elements of strategy, structure, and envi- 
ronment (Miller and Friesen 1984). In configuration theory, 
the concern is with the “fit” or coalignment among the ele- 
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ments: Each configuration is a gestalt of bidirectional 
causal loops with no strictly dependent or independent ele- 
ments and no assumptions of linearity (Miller 1986, 1990; 
Miller and Friesen 1984). This holistic perspective stands in 
contrast to a reductionist perspective in which the coalign- 
ment between two or more multidimensional constructs is 
understood in terms of a series of pairwise relationships. 
The gestalts of configuration theory have been identified as 
most appropriate for assessing the fit—or internal coher- 
ence—of a set of more than two theoretical attributes in 
cases in which particular linear relationships are not speci- 
fied (Venkatraman 1989). 

We extend configuration theory to multiple-channel sys- 
tems by positing that common natural clusters of strategy, 
structure, and environment exist for multiple-channel sys- 
tems just as they do for organizations. Although it has not 
been explicitly articulated as such, much of the channels lit- 
erature has used a traditional reductionist approach in 
which an extensive array of linear, often bivariate relation- 
ships has been found to exist between elements of channel 
structure, environment, and performance (see Dwyer and 
Oh 1987; Geyskens, Gielens, and Dekimpe 2002). The con- 
struction of configurations of channel structure, business- 
level strategy, and environmental conditions builds on this 
literature and, by relaxing restrictions of unidirectional 
causality, provides a parsimonious way to synthesize the 
more fragmented pieces of knowledge that have been pro- 
duced over the years. In addition, this holistic approach 
allows us to integrate findings regarding business-level 
strategy into the existing channel/environmental knowledge 
base and to extend findings regarding simple channels to 
multiple-channel systems. 


Configuration Dimensions: Business Strategy, 
Environment, and Channel Structure 


Business strategy. Business strategy defines the manner 
in which firms compete in a specific industry or market 
(Walker and Ruekert 1987). The two dominant classifica- 
tions of business strategy are Porter’s (1980) typology, 
which focuses on customers and competitors, and Miles and 
Snow’s (1978) typology, which focuses on innovation or the 
rate of product-market change (Olson, Slater, and Hult 
2005; Walker and Ruekert 1987). Although Vorhies and 
Morgan (2003) successfully include Miles and Snow’s 
typology in their study of intraorganizational configura- 
tions, our model incorporates Porter’s typology because of 
its extensive use in analyses of fit in the strategic manage- 
ment literature (e.g., Marlin, Hoffman, and Lamont 1994) 
and because of its relevance to channels. Porter’s original 
typology includes three generic strategies: differentiation, 
cost leadership, and focus. Differentiation strategies aim to 
develop a competitive advantage through innovative designs 
or uniquely attractive images (Porter 1980) and thus require 
strong marketing capabilities, well-designed products, a 
reputation for quality, a good corporate image, and strong 
cooperation from marketing channels (Miller 1986). Firms 
following the cost leadership strategy strive to produce 
goods and services at a lower cost than competitors (Miller 
1986; Porter 1980) and therefore stress the use of efficient 
marketing channels along with effective, well-refined sys- 


tems for purchasing, logistics, and manufacturing (Ham- 
brick 1983). Whereas differentiation and cost leadership 
strategies are positioned as opposite generic strategies, the 
focus strategy is defined according to scale and refers to a 
niche strategy that concentrates attention on a particular 
type of customer, product, or geographical location. Typi- 
cally, the focus strategy is combined with either the differ- 
entiator or the cost leadership strategy, resulting in a differ- 
entiator or cost leader niche strategy. Subsequent to Porter’s 
original typology, researchers have identified various hybrid 
combinations of the basic generic strategies, such as the dif- 
ferentiated cost leader strategy (e.g., Marlin, Hoffman, and 
Lamont 1994).1 


Environment. Although literature has identified many 
different environmental dimensions, three are viewed as 
particularly important and have been included in a majority 
of channels and configuration studies: dynamism, complex- 
ity, and munificence (e.g., Achrol and Stern 1988; Duncan 
1972; Dwyer and Welsh 1985; Klein, Frazier, and Roth 
1990; Miller and Friesen 1983). As Dess and Beard (1984) 
suggest, these three dimensions are conceptually similar to 
those proposed by other researchers (e.g., Mintzberg 1979; 
Pfeffer and Salancik 1978), but they are more inclusive than 
other simpler dimensions. Dynamism, or volatility, is the 
frequency of environmental change coupled with the unpre- 
dictability of market factors (Homburg, Workman, and 
Krohmer 1999). Complexity refers to the number and diver- 
sity of competitors, suppliers, buyers, and other environ- 
mental actors that firm decision makers need to consider in 
formulating their strategies (Bourgeois 1980; Duncan 
1972). The larger and more diverse the interaction set, the 
higher is complexity (Aldrich 1979). Munificence refers to 
the resource-carrying capacity of firms, the extent to which 
environmental resources are available and accessible to 
firms (Aldrich 1979), and the state of demand (Achrol and 
Stern 1988). Low munificence means scarce resources, 
whereas high munificence implies an abundance of 
resources (Lawless and Finch 1989). 


Channel structure. Channel structure refers to the pat- 
tern of relationships, authority, and communication in the 
channel organization (Thompson 1967). Consistent with the 
structural-structuring distinction that has been made in the 
organizational literature (see Dwyer and Oh 1987), we 
examine two subdimensions of multiple-channel structure: 
(1) physical structure and (2) decision structure. In 
multiple-channel systems, the physical structure can be 
characterized by two key properties: the number of chan- 
nels and the degree of channel directness (Coelho, Easing- 
wood, and Coelho 2003). Channel number refers to the total 
number of different channels used, and channel directness 
refers to the proportion of integrated (direct) channels to 
independent (indirect) channels used within the system. 

Channel decision structures can be viewed as having 
three primary dimensions: formalization, centralization, and 





‘Because this is an initial attempt to apply configuration theory 
to channels, we limit our hypotheses to the differentiation and cost 
leader strategies, but we employ measures that are capable of 
detecting hybrid strategies. 


specialization, which, taken together, indicate whether 
channel activities are arranged in a bureaucratic or an 
organic manner (see Dwyer and Welsh 1985; John 1984). 
Formalization is the degree to which decision making is 
regulated by formal rules and procedures (Dwyer and Welsh 
1985; Workman, Homburg, and Gruner 1998), and relation- 
ships among channel members are governed by rules, pro- 
cedures, and contracts (John and Martin1984; Ruekert, 
Walker, and Roering 1985). Centralization pertains to the 
locus of decision-making authority, reflecting the degree to 
which authority is concentrated within a particular member 
of the channel (Dwyer and Welsh 1985; Jaworski and Kohli 
1993). Specialization pertains to the division of labor and 
represents the amount of task differentiation within the 
channel (Dwyer and Welsh 1985). 


Research Hypotheses 


We develop three hypotheses. The first posits the existence 
of specific configurations of multiple-channel structure, 
business strategy, and environmental conditions. Consistent 
with classical configuration theorists (e.g., Miller 1986), the 
first hypothesis addresses the fit among the configuration 
dimensions without reference to any specific criterion 
variable (Venkatraman 1989). The second hypothesis 
relates the hypothesized configurations to a criterion 
variable—specifically, to the channel’s contribution to over- 
all firm performance. We posit that channel systems in con- 
figurations in which strategy, environment, and channel 
structure are properly aligned make greater contributions to 
their firms’ performance than channel systems in configura- 
tions in which strategy, environment, and channel structure 
are misaligned. The third hypothesis further assesses fit 
with a profile deviation approach (Venkatraman 1989). 
Specifically, we posit that a channel system’s contribution 
to firm performance is a function of the deviation—or dis- 
tance—of its structural profile from the profile of top- 
contributing channel systems operating under similar strate- 
gies and environmental conditions. 


Configurations of Business-Level Strategy, 
Channel! Structure, and the Environment 


We hypothesize coalignments among the configuration 
dimensions on the basis of a synthesis of literature that has 
established the following pairwise linkages: strategy and 
environment, environment and structure, and strategy and 
structure. 


Strategy and environment. Theory and empirical evi- 
dence suggest that different strategies work best in different 
types of environments (Homburg, Workman, and Krohmer 
1999; Miller 1986; Ward, Bickford, and Leong 1996). In 
dynamic, complex environments, in which there are many 
different customer groups with diverse needs, the innova- 
tion and customization aspects of differentiation become 
more desirable (Porter 1980). The more uncertain the envi- 
ronment, the more useful it is to employ differentiation 
strategies that are based on well-planned marketing activi- 
ties or product-market innovation (Marlin, Hoffman, and 
Lamont 1994). Highly munificent environments provide the 
resources needed for innovation and differentiation (Porter 
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1980; Ward, Bickford, and Leong 1996). In contrast, litera- 
ture suggests that because of the need for routinized and 
formalized operating procedures, the cost leadership strat- 
egy works best in less uncertain, more stable environments 
(Porter 1980). Such environments, characterized by low 
complexity and low dynamism, minimize the risks associ- 
ated with the large fixed investments needed to sustain low 
unit costs (Marlin, Hoffman, and Lamont 1994; Miller 
1986). Because neither customers nor competitors substan- 
tively alter their behaviors or strategies, firms do not need to 
stay up to date by innovating new products or modifying 
their offerings. Furthermore, in less munificent environ- 
ments with limited resources, firms can focus on improving 
efficiency and, thus, lowering their costs without needing to 
tailor products to the changing needs of consumers (Ham- 
brick 1983; Miller 1991; Ward, Bickford, and Leong 1996). 


Environment and structure. Although decentralized, 
informal structures are typically needed to respond to fast- 
changing and highly complex environments, highly formal- 
ized and centralized structures are viewed as best in stable, 
less complex, and less munificent environments (Miller 
1986, 1991; Ward, Bickford, and Leong 1996). In stable 
environments in which firms can predict factors such as raw 
material supplies, customer demand, and operational 
requirements, structures that stress formalization and cen- 
tralization are often associated with superior performance 
(Burns and Stalker 1961; Lawrence and Lorsch 1967). Cen- 
tralization of either internal or external organizational struc- 
tures can lead to better coordination and control, which in 
turn can lead to higher performance. However, this positive 
relationship holds only in stable, noncomplex environments 
(Ruekert, Walker, and Roering 1985). 

Consistent with the organizational theory literature, in 
general, the channels literature supports the notion that dif- 
ferent environments have different structural requirements. 
For example, in general, less complex, less dynamic, and 
less munificent environments are viewed as promoting 
channel structures that are centralized, formalized, and less 
specialized (Dwyer and Welsh 1985; Lawrence and Lorsch 
1967). Conversely, dynamic, complex, munificent environ- 
ments tend to favor relatively decentralized, informal, spe- 
cialized channels (Dwyer and Oh 1987; Dwyer and Welsh 
1985; Lawrence and Lorsch 1967) as well as multiple- 
channel systems with a greater number of channels (Ander- 
son 1985; Moriarty and Moran 1990). In addition, as trans- 
action cost theory argues, uncertain environments tend to 
favor integrated channels (e.g., Anderson and Schmittlein 
1984; Heide 1994; John and Weitz 1988) and the use of in- 
house sales forces (Anderson 1985). 


Strategy and structure. The only study to relate 
business-level strategy directly to marketing channels is an 
investigation of channel integration in foreign markets 
(Aulakh and Kotabe 1997). Arguing that direct, integrated 
channels fit the differentiator’s need to project a consistent, 
unique image, Aulakh and Kotabe (1997) find that the dif- 
ferentiation strategy was significantly related to the use of 
wholly owned subsidiaries. In addition to this study, we rely 
on the extensive literature that links Porter’s (1980) generic 
strategies to general organizational structure to posit link- 
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ages between strategy and channel structure. For example, 
multiple studies have found that a differentiation strategy 
calls for a decentralized, informal, and specialized organi- 
zational structure (Miller 1986; Ward, Bickford, and Leong 
1996). Such structures support a differentiator’s need to be 
close to a variety of customers and to be aware of competi- 
tors’ actions (Miller 1987). In addition, specialized struc- 
tures with a wide range of unique skills and well-defined 
division of labor can better perform complex activities, such 
as those required of a differentiation strategy (Ruekert, 
Walker, and Roering 1985). In contrast, the tight control 
required by a cost leadership strategy means that an ideal 
organization for cost leaders is highly formal, centralized, 
and unspecialized (Hambrick 1980; Ruekert, Walker, and 
Roering 1985; Walker and Ruekert 1987). In such struc- 
tures, formal rules and procedures help routinize activities 
and hold down risk and administrative costs (Walker and 
Ruekert 1987). Specialized structures with teams and func- 
tional allocation would not be likely to provide the effi- 
ciency required by this strategy (Ruekert and Walker 1987). 
Because the main objective of cost leaders is cost reduction, 
available resources can be more productively deployed to 
simplify structures, increase structural formalization and 
centralization, and develop a narrow range of capabilities 
(Slater and Narver 1993). 


Formal properties of configurations. We rely on four 
formal properties that all configurations share (Miller 1990) 
to integrate the previously described pairwise linkages and 
to specify our hypotheses: interdependence, robustness, 
cyclicality, and reciprocity. Interdependence, which holds 
within and across variable categories (i.e., within the vari- 
ous components of structure—centralization, formalization, 
and so on—and across structure, strategy, and environ- 
ment), implies that “once some aspects of strategy or struc- 
ture are established, many others begin to fall into place” 
(Miller 1990, p. 781). Robustness implies that it is possible 
to begin describing the configuration relationships at any 
point (i.e., strategy, structure, or environment), and the same 
configuration will result. Cyclicality means that “one con- 
nection leads to another, creating chain linkages” (Miller 
1990, p. 782). Thus, linkages between strategy and environ- 
ment and between environment and channel structure can 
be extended to link strategy and channel structure. Finally, 
reciprocity means that, in configurations, one factor, A, can 
cause another factor, B, but then in turn, B will promote A. 
By applying this framework to the previously discussed 
pairwise linkages that exist between strategy, environment, 
and channel structure, we hypothesize the following 
configurations: 

Hj, There is a configuration of firms operating in highly 
uncertain and munificent environments that combine a 
differentiation strategy with an organic, specialized chan- 
nel decision structure and a large number of mostly direct 
channels. 

Hj): There is a configuration of firms operating in less uncer- 
tain, less munificent environments that combine a cost 
leadership strategy with a bureaucratic, unspecialized 
channel decision structure and a limited number of 
mostly indirect channels. 


Channel Contribution to Firm Performance In the 
Hypothesized Configurations 


Given that much of the previously cited literature refers to 
optimal relationships between strategy, structure, and envi- 
ronment, in general, we expect that channels in our two 
hypothesized configurations will make greater contributions 
to their firms’ performance than will channels with alterna- 
tive configurations. Thus, we hypothesize the following: 


Hp: Multiple-channel systems with the configurations 
characterized in H,, and Нуь make greater contributions to 
overall firm performance than multiple-channel systems 
with alternative strategy—environment-channel structure 
configurations. 


Performance Implications of Channel Structure’s 
Coalignment with Environment and Strategy 


Having hypothesized the existence of high-performing con- 
figurations, in the third hypothesis, we wanted to delve 
more deeply into the drivers of channel contribution to firm 
performance, specifically with respect to the coalignment of 
channel system structure with strategy and environment. 
Following Venkatraman (1989) and Vorhies and Morgan 
(2003), we used a profile deviation approach to conceptual- 
ize this problem. A profile deviation approach is appropriate 
in situations in which the concern is with the assessment of 
the fit among multiple variables relative to a criterion 
variable (Venkatraman 1989). It complements the configu- 
ration approach in that it addresses the degree of adherence 
to a specific profile rather than the coalignment between 
elements of the configurations. More specifically, a profile 
deviation approach conceptualizes fit as the degree to which 
an organization’s profile characteristics differ from those of 
a profile identified as ideal in terms of a specified criterion 
variable, where difference is operationalized as Euclidean 
distance (e.g., Venkatraman 1989; Vorhies and Morgan 
2003). Because we are interested in channel structure 
coalignment with strategy and environment, we examine 
the deviation of each channel system’s structural profile 
from the profiles of top-contributing channel systems oper- 
ating within a similar business strategy and a similar envi- 
ronment. We hypothesize that a channel system’s contribu- 
tion to firm performance is a function of the distance 
between its structural profile and the profile of the top- 
contributing channel systems operating within the same 
business strategy and environment. More specifically, 


Hs: The more similar a channel system's structural profile is 
to the profile of top-contributing channel systems sharing 
the same business strategy and environmental conditions, 
the greater is the contribution of that channel system to its 
firm’s performance. 


Method 


Research Context and Sample 

To isolate the relationships of interest and to control for 
potentially confounding industry-specific factors, this study 
focused on a single industry consisting of manufacturers of 
electronic components, such as receiving antennas, 


switches, and waveguides (Standard Industrial Classifica- 
tion Group 3679). Primary data were collected from sales/ 
marketing managers who had been confirmed in prelimi- 
nary interviews to be the qualified key informants in charge 
of channel design and strategies. Supplemental data about 
channel contribution to firm performance were collected 
from a top-level executive in each firm. The top-level 
executives were identified with a snowballing method in 
which the key informants were asked to give a 
performance-only questionnaire to a top-level executive. 
The shorter questionnaire was enclosed along with the full 
questionnaire in a separate envelope that was to be sealed 
by the top-level executive and returned to the key infor- 
mant, who returned both questionnaires to the researcher. 

The sample consisted of 925 electronic components 
manufacturers randomly selected from Dun & Bradstreet’s 
online directory. Before administration of the survey, a 
sales/marketing executive of each firm was contacted by 
telephone to verify company and informant characteristics. 
The executives were asked to describe briefly the channel 
systems their firms used. On the basis of their descriptions, 
913 firms were identified as using multiple-channel sys- 
tems, and the remaining 12 firms were excluded from the 
sample. Managers from all 913 firms agreed to participate 
in the study. They were asked to respond to the question- 
naire in terms of the entire distribution system used in their 
business units.2 In cases in which a business unit had differ- 
ent subunits for different markets or products, the managers 
were asked to refer only to the unit responsible for the most 
important market or product. 


Data Collection, Response Rate, and 
Nonresponse Blas 


We used an incentive—a donation of $2 to a charity of the 
respondent's choice—along with multiple contacts to maxi- 
mize the response rate. Each respondent received three con- 
tacts in addition to the initial screening contact. The study 
packages, which included a cover letter with instructions, 
two sets of questionnaires, and return envelopes, were 
mailed to the sales/marketing executives of the 913 firms. 
Two weeks after the initial mailing, reminder postcards 
were mailed to all the firms, and two weeks after that, 
follow-up telephone calls were made to 300 randomly cho- 
sen firms to ask informants who had not yet responded to 
do so. This procedure yielded 305 midlevel executive ques- 
tionnaires, 14 of which were eliminated because they were 
not accompanied by a top-level executive's questionnaire. 
The result was a total of 291 matched questionnaires, for a 
31.896 overall response rate. The final data set consisted of 
firms that, on average, employed 63 employees—a number 
that closely matched the industry average of 77 (1997 Eco- 
nomic Census); of the firms, 26% reported having fewer 
than 40 employees, 27% reported having 41-60 employees, 
25% reported having 61-100 employees, and 22% reported 
having more than 100 employees. 

To evaluate possible nonresponse bias, we used two 
methods. First, following Mentzer, Flint, and Hult's (2001) 





7We defined a business unit as a division or subsidiary of a com- 
pany that operates independently. 
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guidelines, we telephoned a random sample of 32 nonre- 
spondents and asked them five questions randomly selected 
from our research instrument. In addition, we asked two 
questions pertaining to their tenure in their current positions 
and the number of employees in their firms. The t-tests of 
group means revealed no significant differences between 
our sample and the nonrespondents, suggesting that nonre- 
sponse bias was not a concern. Second, we compared early 
and late survey respondents on the study variables (Arm- 
strong and Overton 1977). Respondents who returned com- 
pleted questionnaires in the first three weeks were the early 
respondents (n = 195), and those who responded later were 
the late respondents (n = 96). The lack of significant differ- 
ences between the early and late respondent groups on key 
measures provided additional evidence that nonresponse 
bias was not a problem. 


Key informant competency checks. The questionnaire 
included post hoc checks on the informants’ knowledge 
about and experience with the company and its channels of 
distribution, consistent with Campbell’s (1955) criteria. The 
results showed that, on average, the key informants had 
been working for their firms for 10.96 years (SD = 3.34) 
and had occupied their current positions for an average of 
8.10 years (SD = 2.72). Furthermore, when asked to evalu- 
ate their level of knowledge about their company in general 
and their company’s channels of distribution in particular, 
on average, the respondents gave scores of 9.05 (SD = 1.01) 
and 9.34 (SD = .84) out of 10 points, respectively. These 
results confirm the knowledge and experience of the key 
informants used in this study. 

Multiple informants independence check. An important 
assumption in using multiple informants is that “random 
measurement errors across informants’ responses are uncor- 
related” (Anderson and Narus 1990, p. 46). This assump- 
tion is violated if there is collusion in answering the ques- 
tionnaires or if only one respondent answers both 
questionnaires for a given firm. To ensure that this indepen- 
dence assumption was not violated in our data, we checked 
the correlation between the responses of both informants 
from each firm across the nine items that measured contri- 
bution of the channel to firm performance and found corre- 
lation coefficients ranging between .73 and .84. Thus, in no 
case did the correlation coefficient exceed .99—a level that 
would have suggested that the independence assumption 
was untenable (see Anderson and Narus 1990). An average 
correlation of .79 was high enough to ensure the compati- 
bility of responses from top and middle managers for each 
item but not so high as to endanger the independence 
assumption (Anderson and Narus 1990). As a result, it was 
not necessary to delete additional respondents from the 
sample. 


Measures 


Whenever possible, we used measures from previous 
research and modified them for our study. We list our spe- 
cific scale items in the Appendix, along with their literature 
sources, reliabilities, and item loadings. We measured all 
the variables, with the exception of channel physical struc- 
ture, with seven-point Likert-type scales. Our discussion 
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here is limited to the only measures that are not well estab- 
lished in the channels and/or strategic management litera- 
ture: channel physical structure (channel number and direct- 
ness) and contribution of channels to firm performance (our 
criterion measure). To measure physical structure (1.е., 
channel number and directness), we presented our respon- 
dents with the following channel system alternatives and 
asked them to mark the ones used by their business units: 


*Company-distributor-customer, 

*Company-sales agent/broker-customer, 
*Company-sales agent/broker-distributor-customer, 
*Company-company sales branch/office-customer, 
*Company-company sales force-customer, 
*Company-company catalog-customer, and 
*Company-company Web site—customer. 


We developed this list on the basis of a review of the acade- 
mic and trade literature coupled with prestudy interviews of 
industry executives. Whereas the first three alternatives rep- 
resent indirect channels, the remaining four represent direct 
channels used by manufacturers. Although we intended the 
list to be comprehensive, we asked respondents with chan- 
nel systems not included in the list to add those channel sys- 
tems in a space that was provided. Our measure of channel 
number was simply the number of channels that each busi- 
ness unit used. The range on this item was 2 to 7 channels, 
with a mean of 4.05. We calculated our measure of channel 
directness as the ratio of the number of direct channels to 
the number of indirect channels used by the respondent's 
business unit. This measure ranged from .3 to 4.0, with a 
mean of 1.54. 

We operationalized contribution to firm performance in 
terms of the channel system's (1) contribution to overall 
sales, (2) contribution to business profit, and (3) contribu- 
tion to growth. Because different firms with different prior- 
ities are likely to weight profits, sales, and growth differ- 
ently, we asked respondents to assign a value between one 
and ten to reflect the importance of each dimension for their 
business unit, and we used these importance weights to con- 
struct the overall composite score for the channel system's 
contribution to firm performance for each respondent. 

To check the validity of our criterion variable from mul- 
tiple respondents from each firm, we examined mean differ- 
ences between scores from the midlevel and top-level 
executives (e.g., Hughes and Garrett 1990; Vorhies and 
Morgan 2003). The mean differences were not significant. 
Furthermore, the average correlation between the two key 
respondent scores across nine items was .79. On the basis of 
these results, we added the scores of mid- and top-level 
executives to form a composite measure of channel contri- 
bution to firm performance. Thus, our measure reflected 
both perspectives from each firm. 


Psychometric Analyses 


We evaluated the measurement properties of the constructs 
in two confirmatory factor analyses using LISREL 8.71 
(Jóreskog, Toit, and Toit 2000). To ensure that we did not 
violate the ratio of sample size to number of items 
(Jóreskog and Sórbom 1995), we divided the set of scales 


into two subgroups: (1) business strategy, decision struc- 
ture, and environmental variables and (2) channel contribu- 
tion to firm performance items. We evaluated the model fits 
using a series of indexes that Gerbing and Anderson (1992) 
and Hu and Bentler (1999) recommend, including a 
goodness-of-fit index (GFI), a comparative fit index (CFD, 
and the root mean square error of approximation (RMSEA). 
All indexes met or exceeded the critical values for accept- 
able fit (Model 1: Х2 = 728.54, d.f. = 416, р < .01; СЫ = 
93; GFI = .91; and RMSEA = .05; Model 2: %2 = 426.78, 
d.f. = 221, p < .01; CFI = .92; СЕ = .94; and RMSEA = 
-08), suggesting a satisfactory fit across the models tested. 

We assessed the convergent validity of the measures by 
examining the path coefficients (loadings) for each latent 
factor to their manifest indicators. The analysis indicated 
that all items loaded significantly on their corresponding 
latent factors (for item loadings, see the Appendix). We 
assessed discriminant validity by examining the shared vari- 
ance between all possible pairs of constructs in relation to 
the average variance extracted for each individual construct 
(Anderson and Gerbing 1982; Bagozzi and Yi 1988). As we 
expected, the former was much lower than the latter (see 
Table 1). 

To assess the nomological validity of the channel contri- 
bution to firm performance measure, we examined its corre- 
lation with a measure of global channel performance. The 
latter consisted of a four-item scale that Kumar, Stern, and 
Achrol (1992) developed; the items reflected respondents’ 
overall impressions and summary evaluations of their 
multiple-channel systems (see the Appendix). A reasonably 
high correlation of .72 (p « .05) supported the nomological 
validity for a critical measure in our theory testing. For cri- 
terion or predictive validity purposes, we included the fol- 
lowing item: “How likely is your company to reorganize/ 
rearrange your current channel system in the near future?" 
(1 = "very unlikely and 7 = “very likely"). As we 
expected, the measure of channel contribution to firm per- 
formance correlated negatively with responses to this item 
(т = —52, p = .01). For summary statistics and the correla- 
tion matrix for all scales, see Table 1. 


Analysis and Results 


Н;: The Existence of Hypothesized Configurations 
We used a two-stage cluster procedure to verify the exis- 
tence of our proposed configurations, thus taking advantage 
of the strengths of two different clustering approaches (Punj 
and Stewart 1983). In the first stage, we used the hierarchi- 
cal clustering algorithm that Ward (1963) developed in 
combination with Sarle’s cubic clustering criterion and 
pseudo-T-square (Johnson 1998). Both statistics indicated a 
four-cluster (i.e., a four-configuration) solution. To ensure 
that the hierarchical solution was unaffected by sampling 
variance (Cannon and Perreault 1999), we repeated the 
cluster analysis for eight subsamples, in which each ran- 
domly selected subsample included two-thirds of the com- 
plete set of observations. As we expected, the initial solu- 
tion of four clusters was reconfirmed. In the second stage of 
the cluster analysis, we used the k-means approach to 
assign observations to one of the clusters so that the clusters 
were stable, homogeneous within themselves, and hetero- 
geneous among one another. Table 2 shows the means of 
variables and the number of observations within each clus- 
ter. We assessed the validity of the clusters using a variable 
that is directly related to the clustering variables but that 
was not included in the cluster analysis (Ketchen and Shook 
1996)—specifically, the firm's market position with respect 
to manufacturing costs, marketing/distribution costs, brand 
image, advertising, and product quality (Kim and Lim 
1988). As we expected, clusters in which firms followed a 
differentiation strategy (Clusters 2 and 4) scored signifi- 
cantly higher on this scale than did clusters in which firms 
followed a cost leader strategy (Clusters 1 and 3), thus pro- 
viding evidence for the validity of the clustering results. 
The final step in the cluster analysis was to validate the 
recognizability of the clusters and to verify whether they 
had meaningful implications. As Cannon and Perreault 
(1999) suggest, we used the probability levels associated 
with Duncan’s multiple range tests as a heuristic for identi- 
fying similarities and differences among the variables 
within the clusters. We transferred the resultant bands into 


TABLE 1 
Correlations and Descriptive Statistics 


1 2 3 4 5 6 7 8 9 
1. Differentiation 1.00 


2. Cost leadership —.670 1.00 

3. Formalization —.502 .513 1.0 

4. Centralization —422 .385 .297 1.0 

5. Specialization .483 —452  —378 —.298 1.00 

6. Environmental complexity .451 —.339 | —212 —.433 .229 1.00 

7. Environmental dynamism frequency) 473 —.371 —.308 —.358 .271 .329 1.00 

8. Environmental dynamism (predictability) .489 —415 —347 —.353 .297 .371  .587 1.00 

9. Environmental muniflcence .258 —.459 —401 —.381 .337 .371 .416 .421 1.00 
M 4.78 4.45 4.13 4.08 4.01 4.23 3.87 4.11 3.71 

SD 1.15 1.24 1.16 1.43 1.35 1.51 1.56 1.50 142 
Average variance extracted .65 62 .66 71 .68 67 ‚66 ‚65 ‚69 
Highest shared varlance 12 11 .09 12 .07 11 .07 .10 11 

ee A O O 


Notes: All correlations are significant at the р < .05 level. 
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verbal descriptions of each cluster’s position with respect to 
the cluster variables (Bunn 1993), assigning the means of 
cluster variables into ranges (from low to high) to interpret 
the clusters. 

Each of the resultant four clusters in Table 2 represents 
a configuration of multiple-channel structure, business 
strategy, and environment for this industry. Configurations 
З and 4 supported Hj, and Нуа, respectively, and Configura- 
tions 1 and 2 exhibited combinations that deviated from our 
theoretical ideals.3 None of the configurations exhibited 
characteristics of hybrid strategies, as would be indicated by 
a combination of high or low scores on both differentiation 
and cost leader scales. Rather, Configurations 1 and 3 
appeared to be traditional cost leaders, and Configurations 2 
and 4 appeared to be traditional differentiators. Configura- 
tion 3 fit the theoretically ideal configuration specified in 
Н. In addition to following cost leader strategies, the firms 
in this configuration had bureaucratic channel decision 
structures that were highly centralized and formalized with 
little specialization. As we expected, these firms operated in 
environments that were particularly conducive to their cost 
leadership strategies—that is, simple environments, with 
low dynamism and scarce resources. Finally, as our theory 
predicted, these ideal cost leaders used a small number of 
mostly independent channels to reach their customers. The 
second ideal configuration, Configuration 4, fit the specifi- 
cations in H;,. These differentiators had the most organic 
channel decision structures, as indicated by the lowest for- 
malization and centralization and the highest specialization 
mean scores. All the environmental variables manifested 
high values in a consistent way, suggesting that the firms in 
this configuration operated in rich, but dynamic and com- 
plex, environments. In terms of their physical channel struc- 
tures, these firms employed many different channels to 
serve their customers, and most of the channels were 
integrated—that is, owned and managed by the firms 
themselves. 

Contrary to what theory advocates for cost leaders, 
firms in Configuration 1 employed a large number of chan- 
nels with a medium level of directness to reach their cus- 
tomers. Their channel decision structures were mostly 
bureaucratic, with high scores on formalization and central- 
ization, but they also exhibited a moderate degree of spe- 
cialization. Environments in this configuration tended to be 
mixed, with moderate levels of complexity, highly pre- 
dictable but moderately frequent levels of change, and a 
scarcity of resources. In contrast, firms in Configuration 2 
faced environments that scored in the medium range on 
most dimensions. These differentiator firms appeared to 
align their channel structures with their environments rather 
than with their strategies. They employed channel structures 
that were neither clearly bureaucratic nor organic; all chan- 
nel decision variables had medium scores. In addition, they 
employed a middle-range number of indirect channels to 





3We repeated the cluster analysis and included company size as 
a control variable. The analysis yielded a four-cluster solution with 
similar characteristics, confirming the existence of the two hypoth- 
esized clusters in Hj, and Hy. 


reach their customers, a channel design that ran counter to 
the ideal for their differentiation strategies. 


Hx Channel Contribution to Firm Performance: A 
Comparison Across Configurations 


To support Н», we needed to demonstrate that the two ideal 
configurations—Configurations 3 and 4—exhibited higher 
channel contribution to firm performance than Configura- 
tions 1 and 2. As Table 2 indicates, the means of channel 
contribution to firm performance for Configurations 3 
(225.45) and 4 (236.58) were higher than the means for 
Configurations 1 (188.16) and 2 (197.57). In addition, as 
we expected, the results of Duncan’s multiple-range tests 
indicated that the channel contribution to firm performance 
was categorized as high in Configurations 3 and 4 and low 
in Configurations 1 and 2 (see Table 3). To show that the 
differences in the means were significant, we analyzed pair- 
wise comparisons of channel contribution to firm perfor- 
mance for all four configurations. As Table 3 indicates, all 
pairwise comparisons between an ideal and a nonideal con- 
figuration (i.e., 1-3, 1-4, 2—3, and 2-4) were significant at 
the .01 level, whereas comparisons of the two nonideal con- 
figurations (1-2) and the two ideal configurations (3-4) 
were not significant. Together, these results provide support 
for Hp. 


H3: Coallgnment Between Channel Structure and 
Strategy and Environment 


Our third hypothesis required that we group firms according 
to their business strategies and environmental conditions. 
Rather than attempting to base this grouping on an a priori 
categorical division that might not have been appropriate 
for this particular industry, we grouped firms with a cluster- 
ing procedure using strategy and environment as the clus- 
tering variables. A two-stage cluster analysis generated four 
different strategy—environment combinations (see Table 4). 

Within each strategy—environment cluster, we identified 
firms whose channel systems made the greatest contribu- 





TABLE 3 
Palrwise Comparisons of Channel Contributlon to 
Performance 
Mean 
Cluster Cluster Difference 
(X) (Y) (X-Y) Significance 
1 2 —9.41 .187 
3 —37.29* .000 
4 —48.42* .000 
2 1 9.41 .187 
3 —27.88* .000 
4 —39.01* .000 
3 1 37.29* .000 
2 27.88* .000 
4 —11.13 .240 
4 1 48.42* 000 
2 39.01* 000 
3 11.13 .240 
*p«.01. 
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tions to firm performance, and we used these channel sys- 
tems as our ideals (e.g., Drazin and Van de Ven 1985; 
Venkatraman and Prescott 1990). Although ideal profiles 
can be developed theoretically or empirically (Venkatraman 
1990), given the difficulty of deriving ideal points theoreti- 
cally in marketing, we followed the work of Vorhies and 
Morgan (2003) and used these top-contributing channel 
systems for our calibration samples (e.g., Doty, Glick, and 
Huber 1993; Venkatraman 1990; Vorhies and Morgan 
2003). Consistent with conventional practice (e.g., Venka- 
traman and Prescott 1990), we selected the top 10% of 
channel systems within each cluster and computed the 
mean scores on each of the structure variables to form the 
ideal channel structure profile (e.g., Venkatraman 1989) 
(see Table 5) from which we calculated the squared Euclid- 
ean distance (e.g., Drazin and Van de Ven 1985; Venkatra- 
man 1990) to profiles of the other channel systems in the 
cluster, as follows: 


Profile deviation = X(Xsj — Xcj)2, 


where Xsj is the score for a firm in the sample for the jth 
variable and Xcj is the mean score for the jth variable in the 
ideal type. This score represents the degree of dissimilarity 
between a channel system's structural profile and the ideal 
profile defined for channel systems in the same strategy— 
environment cluster. We regressed these profile deviation 
scores onto the deviation scores for channel contribution to 
firm performance (calculated as the difference between a 
channel system's contribution to performance and the mean 
of top-contributing channel systems). A significant, positive 
relationship between profile deviation scores and 
contribution-to-performance deviation scores supported H3. 
Regression models for all four clusters showed significant, 
positive coefficients for deviations from the top channel 
system profiles (Cluster 1: В = .49, p « .01; Cluster 2: В = 
54, р < .01; Cluster 3: В = .60, р < .01; Cluster 4: В = .56, 
p < .01). 





^The literature uses either squared (e.g., Venkatraman 1990; 
Venkatraman and Prescott 1990) or simple (e.g., Vorhies and Mor- 
gan 2003) Euclidean distance as a profile deviation measure. We 
performed our analyses using both and observed no qualitative dif- 
ferences ш findings. 


In addition to this direct test of H3, we performed pro- 
file deviation analyses to strengthen support and rule out 
alternative explanations. On the basis of researchers’ (e.g., 
Venkatraman 1989) recommendations, we compared 
regression models of the deviations from ideal profiles with 
regression models of the deviations from an alternative ran- 
dom (nonideal) baseline model to assess the power of the 
hypothesis test. Following Venkatraman and Prescott (1990) 
and Vorhies and Morgan (2003), we randomly selected 
firms from each cluster and used them to calibrate the alter- 
native baseline models. We regressed these channel struc- 
ture profile deviation scores onto contribution-to- 
performance deviation scores (using the same random 
firms’ mean contribution to performance as the baseline). 
The nonsignificant relationships between contribution-to- 
performance deviation and profile deviation in these ran- 
dom regression models provided confidence in the power of 
our tests (for results, see Table 6). 


Discussion 


In summary, the results provide strong support for the con- 
tention that multiple-channel systems make the greatest 
contribution to firm performance when their structures are 
properly aligned with the firm's business strategy and with 
environmental conditions. This is the first study to combine 
traditional configurational clustering with a profile devia- 
tion analysis to examine fit from multiple perspectives, as 
Venkatraman (1989) suggests. The robustness of results 
across the two models is reassuring. We found two primary 
configurations that were theoretically ideal, along with two 
additional configurations whose alignments did not fit theo- 
retical ideals. As we hypothesized, channel systems in the 
two theoretically ideal configurations made significantly 
greater contributions to their firms' performance than did 
channel systems in the two other configurations. The impor- 
tance of the fit between channel structure, business-level 
strategy, and environmental conditions was further under- 
scored by the profile deviation analysis. We observed that 
the contribution of a given channel system to firm perfor- 
mance was a function of the distance between that channel 
system's structural profile and the structural profile of the 
top-contributing channel systems sharing its particular com- 
bination of business strategy and environmental conditions. 

Together, these findings offer strong support for the 
inclusion of business-level strategy and environmental con- 


TABLE 5 


Ideal Channel Structure Proflle for Strategy-Environment Combinations 
MA————————M——————————————————M——— mm e e m 


Strategy- Strategy- Strategy- S 
Environment Environment Environment Environment 
Dimensions Combination 1 Combination 2 Combination 3 Combination 4 
Formalization 2.83 4.11 5.43 2.85 
Centralization 3.10 4.14 5.30 2.90 
Specialization 4.39 3.48 3.58 5.09 
Number of channels 4.67 4.29 2.73 4.88 
Channel directness 1.94 1.32 .93 2.73 
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TABLE 6 
Coallgnment Between Channel Structure and 
Strategy and Environment and Channel 
Contribution to Performance Regression Models 





Dependent Variable: 
Channel Contribution to 
Performance Deviation 








Ideal Random 
Profile Baseline 
Models Models* 
Strategy-Envlronment рт 1 
Profile deviation 14 
Re a 12 
F value 16.90* 3.01 


Strategy-Environment Combination 2 


Profile deviation ‚54 11 
R2 .28 .10 
Е value 26.43* 2.96 


Strategy—Environment Combination 3 


Profile deviation .60 16 
R2 .36 .15 
Е value 40.76* 4.32 


Strategy-Environment и 4 


Profile deviation ‚15 

R2 ps .12 

F value 29.55* 3.68 
*p < .01. 


aBased on profile of seven firms randomly selected from each 
' cluster. 


ditions in both academic and managerial considerations of 
multiple-channel system structure. In addition, the equally 
strong contributions made by channel systems in the two 
ideal configurations demonstrate that there is no unique 
structure that makes multiple-channel systems most effec- 
tive. These results support the principle of equifinality; that 
is, more than one configuration of strategy, structure, and 
environment can lead to superior performance when the ele- 
ments are properly aligned with each other (e.g., Conant, 
Mokwa, and Varadarajan 1990). This is both comforting 
and challenging news for managers. It is comforting 
because there are multiple paths to success in a given indus- 
try, and these multiple paths provide a measure of flexibility 
for firms with different resources and long-term objectives. 
It is challenging because managers need to find the right 
mixes among the set of plausible combinations of strategy, 
environment, and channel structure. In the larger electronic 
components industry we investigated, for example, cost 
leader and differentiator firms can perform equally well if 
managers design their channel systems to conform as 
closely as possible to the ideal configurations for their 
respective strategic orientations. 

For researchers, our results demonstrate the utility of 
using a holistic approach to examine multiple channels, 
lending support to our extension of the organizational struc- 
ture literature to multiple channels and reinforcing the argu- 
ment that multiple channels should be examined with a sys- 
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tems approach (e.g., Antia and Frazier 2001). Despite the 
widespread use of multiple channels by today's firms, the 
foremost modern theory linking channel structure to the 
environment—transaction cost theory—has inadequately 
addressed multiple-channel structure, focusing primarily on 
the “make-or-buy” decision—that is, the decision to use 
vertically integrated channels or independent channels. 
Although more recent studies have expanded the theory to 
illuminate issues of multiple channels (e.g., Dutta et al. 
1995; John and Weitz 1988), ours is the first to address both 
the breadth of the multiple-channel system and its relative 
reliance on direct versus indirect forms of distribution and, 
furthermore, to integrate this more realistic view of channel 
physical structure with the original findings of Dwyer and 
Welsh (1985) regarding channel decision structure. 

Moreover, the important role of strategy in our results 
may shed new light on previous research based on transac- 
tion cost theory. For example, our results, though, in gen- 
eral, supportive of transaction cost theory’s prediction that 
uncertain environments favor mostly integrated multiple- 
channel systems, indicate that the omission of business- 
level strategy in the conceptual models may help explain 
previous inconsistent findings (e.g., Klein, Frazier, and 
Roth 1990). In addition, the inclusion of strategy leads to 
intriguing questions regarding Heide’s (2003) findings in an 
industrial purchasing setting. Our findings for successful 
differentiator firms support Heide’s observation that, when 
a market relationship (1.е., an indirect channel) coexists 
with an in-house (integrated) system, the market relation- 
ship loses its bureaucratic elements. However, such was not 
the case with our successful cost leaders. In the ideal cost 
leadership configuration, firms continue to govern their 
independent channels by formal rules and high degrees of 
vertical control, despite the existence of direct elements in 
their channel systems. Following Miller (1986), if we 
assume that these configurations represent ideal states that 
are reached over time, our findings add business strategy as 
another variable to explain the underlying structure of a 
plural system. Cost leaders most likely rely on continued 
bureaucratization in the market relationship to ensure that 
distribution costs remain at sufficiently low levels to 
achieve cost leadership. However, differentiators most 
likely move away from such practices in their market rela- 
tionships to ensure the high levels of cooperation from their 
channels, which they need to achieve differentiation. 

The inclusion of business-level strategy in multiple- 
channels research may also lead us to view recent findings 
linking Internet channels to increases in the firm's market 
valuation (Cheng et al. 2007) in a new light. To the extent 
that Internet channels are added to existing channels (Wil- 
son and Daniel 2007) rather than substituted for them, these 
new channels would increase (1) the total number of chan- 
nels and (2) the proportion of direct channels used by the 
firm. Our results suggest that though this move would 
improve channel performance for differentiator firms, it 
would lead to a decrease in performance of channels for 
cost leaser firms. This is an important area of research that 
merits additional study and draws attention to the myriad 
research questions that result from linking multiple-channel 
systems with the business strategy of the firm. 


For managers, our findings highlight the importance of 
considering environmental conditions and the implementa- 
tion requirements of their strategies when they design their 
channel systems. Our two ideal configurations offer specific 
guidelines that can help managers improve performance of 
their multiple-channel systems. A first set of guidelines 
applies to environments that are lucrative but unpredictable 
and fast changing. Such environments have abundant 
resources and strong opportunities for sales and growth, 
such as unsaturated or untapped customer segments, but 
they also tend to have a great deal of competition with 
numerous different product offerings aimed at many differ- 
ent customer segments. Our findings suggest that managers 
facing this type of environment can make the most out of 
their multiple-channel systems when they combine a differ- 
entiation strategy and an expansive multiple-channel sys- 
tem. That is, they should offer high-quality, unique products 
that can be targeted to different customer segments, and 
they should try to reach these segments with expansive 
multiple-channel systems in which a large number of inde- 
pendently owned channels is augmented with a relatively 
larger number of direct (integrated) channels, such as the 
company sales force or an Internet channel. In addition, the 
firm should manage the channel members with a minimum 
of formality, with few rules, and with little vertical control. 
Division of labor among the different channels in the sys- 
tem should allow each channel to perform unique and spe- 
cific functions. Thus, one channel might be responsible for 
generating demand, whereas another one would be respon- 
sible for providing information. Such division would dis- 
courage direct competition among channels and foster the 
cooperation the firm needs to pursue an effective differenti- 
ation strategy. 

The second set of guidelines is for firms that face sim- 
ple, stable environments with a limited number of competi- 
tors, undifferentiated products, stagnant demand, and lim- 
ited resources. These firms can make the most of their 
multiple channels when they combine a cost leadership 
strategy with a limited, relatively indirect multiple-channel 
system. Because the cost leader strategy demands rather 
simple marketing tasks and skills from the channels, it is 
more desirable to allocate these limited tasks to a small 
number of channels and to divide the work among channel 
members vertically rather than horizontally. This will help 
the cost leader reduce channel service and administration 
costs and increase efficiency. In addition, cost pressure 
necessitates strong vertical control by the manufacturer. 
Thus, the manufacturer should manage the other channel 
systems with standardized rules and regulations coupled 
with various control mechanisms to monitor their channels’ 
sales performance, inventory levels, or other operations. 
However, vertical control creates two management issues: 
(1) screening and selecting potential channel members that 
are willing to comply with the necessary formalities and 
tight controls and (2) monitoring and evaluating the 
selected channel members. In these tasks, the direct compo- 
nent in the multiple-channel system will help the manufac- 
turer; specifically, it will provide performance benchmarks 
to judge independent channel systems and legitimize the 
standards and controls in their eyes (Bradach 1997; Heide 


2003). Nonetheless, we caution these cost leaders against 
adding too many direct channels to their systems. 

The nonideal configurations in our data show that, in 
reality, business-level strategy is not always perfectly 
aligned with environmental conditions. In both nonideal 
configurations, firms faced mixed or medium environments, 
but they followed strategies that were clearly differentiator 
or cost leader; the result was that strategy and environmen- 
tal conditions pointed toward different types of channel 
structures. Although hybrid strategies might have been 
more appropriate in these environments, given the actual 
environment-strategy conditions as they existed, channel 
managers were faced with a choice: align the channel struc- 
ture with the environment or with the strategy. We must 
exercise caution when drawing conclusions about the gener- 
alizability of the nonideal configurations because they were 
not hypothesized a priori. Without additional study, we can- 
not determine whether these configurations represent stable 
types or whether they represent firms in the fluid and spe- 
cific phases of innovation (see Utterback 1994). Nonethe- 
less, we may learn something by examining their alignment 
of strategy, environment, and channel structure. One of the 
nonideal configurations was difficult to interpret because 
the environment and channel structure exhibited several 
mixed components. A relationship that was clearly out of 
alignment, though, was the use of a large number of chan- 
nels coupled with a cost leader strategy. In the other non- 
ideal configuration, the alignment patterns were more easily 
recognized. Firms in this configuration consisted of differ- 
entiators in environments of medium complexity, 
dynamism, and munificence, with channel systems of 
medium bureaucratization and a medium number of indirect 
channels. It appears that these firms aligned their channel 
systems with their environments, as is suggested in much of 
the literature, but the result was a channel system that was 
misaligned with the business unit's strategy. Because we did 
not find any nonideal configurations in which channel 
structure was aligned with strategy rather than the environ- 
ment, we are not able to make statements about tbis type of 
partial alignment. However, we observe that aligning chan- 
nels with the environment and misaligning them with strat- 
egy leads to a suboptimal channel system contribution to 
firm performance. This may cause us to rethink the costs of 
misaligning channels with strategy. It is an issue that merits 
further research. 

Overall, we believe that the channels literature is at an 
important juncture; there is a need to integrate a plethora of 
meticulously analyzed but narrowly scoped relationships 
into a broad theory that integrates many variables, including 
environment, dependence structure, governance, strategy in 
its many dimensions, information asymmetry, and firm 
competencies. Decisions about multiple-channel systems 
and, in general, pluralism in industrial purchasing are so 
complex that, in Heide's (2003, p. 18) words, they “involve 
messy details that fall outside the power of elegant theory.” 
Our research suggests that configuration theory has the 
potential to be the kind of broad theory that can handle 
complex marketplace realities as a result of its ability (1) to 
incorporate many variables, (2) to view associations among 
variables under less restricted assumptions than unidirec- 
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tional causality and linearity, and (3) to approach holisti- 
cally the fabric of marketplace phenomena that are driven 
by causal chains, feedback loops, and fortuitous synergies. 


Limitatlons and Further Research 
This study has several limitations. First, we used a single 
industry, which may limit the generalizability of the find- 
ings. Although the use of a single industry is standard in 
configuration research to control for the confounding of 
industry-related factors, additional studies using different 
industries may enhance the generalizability of our findings. 
Second, we used paper-and-pencil self-rating scales to mea- 
sure our constructs; thus, shared method variance is a 
potential concern (Peter 1981). Shared method variance can 
inflate the trait validity assessments and thus jeopardize 
theory testing (Peter 1981). In the future, at least the crite- 
rion variable should be measured with two independent 
methods, including self-rating scales and objective mea- 
sures (e.g., asset turnover, return on assets, return on invest- 
ment measures associated with the multiple channels). 
Third, we were limited in terms of the number of variables 
that could be included in the configurations. With the utility 
of the approach demonstrated in this study, further research 
can improve the understanding of these phenomena by 
incorporating additional dimensions into the analysis. For 


example, research might focus on developing channel con- 
figurations for firms that use hybrid strategies or for firms 
that follow strategies characterized in Miles and Snow's 
(1978) typology. 

Finally, the significance of our findings linking business 
strategy and multiple-channel structure lends support to 
Rosenbloom's (2007) argument that the relationship 
between multiple channels and competitive strategy may 
lead to a promising new area of research. More broadly, the 
strength of our findings suggests that further research would 
do well to link other elements of the marketing mix to 
business-level strategy and environmental conditions using 
a configuration-theoretic approach. Individual pairwise ele- 
ments of these configurations have already received consid- 
erable attention, but as was the case with our study, the 
holistic perspective offered by configuration theory may be 
able to integrate and enhance these individual findings. In 
addition, the important role of strategy in our results sug- 
gests that including strategy in investigations of other ele- 
ments of the marketing mix could help resolve unanswered 
questions and enrich the understanding of these topics. 
Overall, our findings help demonstrate the utility and 
importance of configuration theory in marketing and rein- 
force Webster's (2005) call for more research emphasizing 
marketing's strategic dimensions. 


APPENDIX 
Scale Items, Rellabllities, and ttem Loadings 


a рр ОЖ ЖЖ 


Business Strategy: Differentiation (seven-point scale: 
“low priority/high priority”) (a. = .84). Source: Dess and 
Davis (1984), Homburg, Workman, and Krohmer (1999), 
and Kim and Lim (1988) 


1. Gaining competitive advantage through superior 
products. (.86) 

2. Creating superior customer value through service 
quality. (.79) 

3. Producing high-quality products. (.73) 

4. Bullding up a premium product or brand Image. (.85) 

5. Obtaining high prices for your products. (.81) 

6. Having cooperative and supportive channels of 
distribution. (.80) 

7. Developing customer-specific products. (.79) 

8. Emphasizing advertising and promotion. (.78) 

9. Developing innovative marketing techniques. (.81) 

10. Developing Innovative products. (.83) 


Business Strategy: Cost Leadership (seven-polnt scale: 
“low priority/high priority") (о = .82). Source: Dess and 
Davis (1984), Homburg, Workman, and Krohmer (1999), 
and Kim and Lim (1988) 


1. Pricing at or below competitive price levels (.81) 

2. Pursuing cost advantages In raw material purchases. 
(.76) 

3. Pursuing operating efficiencies. (.81) 

4. Controlling overhead and variable costs tightly. (.80) 

5. Pursuing economies of scale. (.74) 

6. Minimizing costs related to channels of distribution. (.78) 

7. Emphasizing low cost per unit. (.81) 
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Formallzation (seven-point scale: "strongly 
disagree/strongly agree") (a = .85). Source: Dwyer and 
Welsh (1985), Jaworski and Kohli (1993), and John (1984) 


1. Our relations with our channels are subject to a lot of 
rules and procedures stating how various aspects of the 
relationship are to be handled. (.86) 

2. Our channels follow standard rules and procedures in 
thelr relationships with us. (.79) 

3. Our contacts with our channels are on a formal, 
preplanned basis. (.84) 

4. There are standard procedures and rules to be followed 
by every channel member. (.84) 

5. Our channel members have to conform to written rules 
and formal guidellnes. (.85) 


Centrallzation (seven-point scale: "strongly 
disagree/strongly agree") (a = .92). Source: Dwyer and 
Welsh (1985), Jaworski and Kohli (1993), and John (1984) 


1. There can be little action taken in our distribution 
organization until we make decisions. (.89) 

2. Channel members who want to make their decislons 
concerning our products are discouraged in our 
distribution organization. (.86) 

3. In our distribution organization, even small matters have 
to be referred to us for a final decislon. (.90) 

4. Any declsion a channel member makes regarding our 
product has to have our approval. (.93) 

5. Our channel members cannot go ahead with actions 
without checking with us. (.92) 
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Specialization (seven-point scale: “strongly 
disagree/strongly agree”) (a = .89). Source: Doty, Glick, and 
Huber (1993) 


1. Different channel members in our distribution system 
perform specific functions. (.86) 

2. Most channels are responsible for making decisions 
about functions that require special skllis. (.91) 

3. Different channels are responsible for making decisions 
regarding different functions. (.90) 


Environmental Complexity (seven-point scale: “strongly 
disagree/strongly agree") (a = .86). Source: Achrol and 
Stern (1988) and Homburg, Workman, and Krohmer (1999) 


1. The number of products/brands sold In our market is very 
high. (.85) 

2. The number of different customer segments in our 
market is very high. (.82) 

3. The number of companies competing In our market is 
very high. (.82) 

4. Customer requirements vary very much across different 
customer segments. (.83) 

5. There is a lot of variety In products for sale. (.84) 

6. There is a lot of variety in terms of customers involved in 
our market. (.86) 


Environmental Dynamism: Frequency of Changes 
(seven-point scale: "very few/very frequent") (а; = .85). 
Source: Achrol and Stern (1988) and Homburg, Workman, 
and Krohmer (1999) 


1. Changes in products offered by your business unit and 
your competitors. (.85) 

2. Changes in sales strategies by your business unit and 
your competitors. (.82) 

3. Changes in customer preferences and expectations 
about product features. (.78) 

4. Changes in distribution arrangements and strategles. 
(.83) 


5. Changes in competitive strategies and competitive 
intensity. (.81) 
6. Changes in your company’s sales volume. (.85) 


Environmental Dynamism: Predlctabllity of Changes 
(seven-point scale: “highly unpredictable/highly predictable”) 
(a = .84). Source: Achrol and Stern (1988) and Homburg, 
Workman, and Krohmer (1999) 


1. Changes in products offered by your business unit and 
your competitors. (.86) 

2. Changes In sales strategies by your business unit and 
your competitors. (.82) 

3. Changes In customer preferences and expectations 
about product features. (.76) 

4. Changes in distribution arrangements and strategies. 
(.83) 

5. Changes п competitive strategies and competitive 
Intensity. (.82) 

6. Changes In your company's sales volume. (.87) 


sMeasured on a seven-point "poor/outstanding" scale. 
Notes. R = reverse scored. 


Environmental МипНсепсе (seven-point scale: “strongly 
disagree/strongly agree") (œ = .91). Source: Achrol and 
Stern (1988) and Kumar, Stern, and Achrol (1992) 


1. The demand for your product in your current market is 
strong and growing. (.90) 

2. There is a potential for high sales growth in your market. 
(.85) 

3. There is ап abundance of resources (i.e., financial, 
supplies, human resources, etc.) In your market to 
companies to support growth potential. (.87) 

4. There is no shortage of necessary resources In your 
market. (.91) 


Channel Contribution to Firm Performance (seven-point 
scale: “strongly disagree/strongly agree”). Source: Kumar, 
Stern, and Achrol (1992) 


Contribution to Sales (a = .91) 

1. Over the past three years, your channel has been 
successful in generating high sales for your 
company. (.91) 

2. Over the past three years, your channel system has 
generated high sales revenues. (.87) 

3. Over the past three years, your channel system has 
enabled your company to achieve high level of 
market penetration. (.83) 

4. Over the past three years, your channel system has 
met the sales target you had set for it. (.88) 


Contribution to Profit (а = .83) 

1. Your company's cost of servicing your channel 
system is unreasonable. (R) (.83) 

2. The channel system’s demands for support have 
resulted in Inadequate profits for your company. (R) 
(.78) 

3. Your company has made Inadequate profits from 
your channel system. (R) (.82) 


Contribution to Growth (correlation = .77) 

1. In the past three years, your current channel! system 
has contributed enormously to your company’s 
revenue growth. (.91) 

2. In the past three years, your current channel system 
has been very successful in expanding your 
business. (.84) 


Global Channel Performance (о, = .85) 

1. Your channel system leaves a lot to be desired from 
an overall performance standpoint. (R) (.76) 

2. Overall, the results of your relationship with your 
channel have exceeded your expectations. (.82) 

3. If you had to give your channel system a 
performance appraisal for the past three year it 
would be...? (.76)8 

4. Taking all the different factors Into account, your 
channel’s performance has been...? (.89)а 
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The vast majority of the world does not live like the people whose lives are depicted on television, in movies, 
in glossy magazines, or on the Internet. Nor is the vast majority of the world depicted in research samples in the 
academic literature. Four-fifths of people in the world live in poverty, one of five people in the United States has 
some kind of disability, and one of five people in the United States is functionally illiterate. Half of the people in 
the world have never used a telephone, and fewer than one-fifth have access to the Internet. In other words, many 
people are constrained in their consumption. These constraints can be experienced differently by different people, 
and sometimes these constraints can contribute to consumer vulnerability. 
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Journal of Public Policy & Marketing (JPP&M) invites scholarly articles that address consumption constraints. 
Articles may be theoretical or empirical and may employ traditional or innovative research methods that tackle 
compelling issues that are relevant to consumption constraints. Research for this issue of JPP&M should have the 
potential to reduce consumers’ vulnerabilities, transform consumers’ lives, and contribute to public policy. 

Papers will be reviewed in accordance with JPP&M guidelines; for further details, including manuscript guide- 
lines and submission instructions, see www.marketingpower.com/jppm. Manuscript length is typically 30-40 
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